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2007 Financial Highlights

While the forward-looking statements about PSEG's expectations made
throughout this report are based on information currently available and on
reasonable assumptions, actual results could be materially different. Historical
resuits are not necessarily indicative of future earnings. For more information,
please refer to PSEG reports that are filed periodically with the Securities and
Exchange Commission.

Dollars in millions, where applicable 2007 2006 % Change
Total Revenues $ 12,853 $ 11,762 9
Income from Continuing Operations $ 1,319 3 679 g4
Pro Forma Operating Earnings (Non-GAAP) $ 1,377 3 872 58
Net Income $ 1,335 $ 739 a1

Earnings Per Share-Diluted

Income from Continuing Operations $ 2.59 $ 1.34 93
Pro Forma Operating Earnings (Non-GAAP) g 2.71 $ 1.73 57
Net income % 2.62 3 1.46 79
Weighted average common stock shares outstanding — (thousands)
Diluted 508,813 504,628 1
Dividends Paid per Share $ 117 $ 1.14
Book Value per Share — Year-end $ 1435 $ 13.35 7
Market Price per Share — Year-end $ 49.12 $ 33.19 48
Total Assets $ 28,392 $ 28,552 (1)

Note: Pro Forma Operating Eamings exclude the after-tax impact of asset sales of $58 million, or $0.12 per share in 2007 and $185 million, or $0.37 per share in 2006, and aRer-iax Merger-
related costs of $8 million, or $0.02 per share, in 2006. PSEG believes that the non-GAAP financial measure “Operating Earnings” provides a consistent and comparable measure of performance
of its businesses o help shareholders understand performance trends. All share and per share information retroactively reflects the impac? of the 2:1 stock split effective February 4, 2008,
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Letter from the Chairman,

President and Chief Executive Officer

Ralph lzzo

Operational excellence is the foundation for our success. In 2007, our businesses
operated at historically high levels of performance, enabling us to continue PSEG's
proud history of providing safe and reliable energy for our customers and solid
returns for our shareholders.

We added new members to a highly capable management team and filled many
other open positions to strengthen our organization — effectively restoring PSEG
as a company standing firmly and proudly on its own feet. We built a strong
financial position as we prepared for future growth. We reduced international risk
and exposure, thus further enhancing our financial stability. And supported by
the outstanding contributions of our employees, we reinforced our reputation as
a company that cares deeply about community and the environment — one that
increasingly is Jooked to for leadership in its industry and the larger society.

Climate change emerged as the pre-eminent issue that will shape the future. We
not only continued to reduce our environmental impacts, but have been front and
center in asserting the unique contribution that utilities can and should make in the
fight against global warming.

In short, 2007 was a defining year as we chart our path based on operational
excellence, financial strength and disciplined investment. We are well-positioned to
meet the major challenges our industry will face in the future, reflecting three key
needs of society: namely, the need for higher and higher levels of environmental
performance; the need to replace an aging energy infrasiructure; and the need for
additional energy supplies — all vitafly important to the quality of life.

Our business model is working the way it should: Operational excellence builds greater
financial strength, which in turn provides the resources for disciplined investment
in things we can do well. Qur goal is to build a cycle of continuously improving
performance, in which success breeds success — for customers, employees and not
least, for our shareholders.

In 2007, we pravided our shareholders with very attractive returns — in keeping
with a long-established PSEG objective...and tradition.

Serve




We completed 2007 with operating earnings
in the upper half of our guidance range. Our
results were bolstered by a combination of strong
operations and favorable market conditions.

Qur stack price doubled over the past two years.
Because of our stronger financial situation, we
have been able to significantly increase our
dividend. On January 15, 2008, PSEG’s board
of directors declared a 10 percent increase
in our dividend. This is the fifth consecutive
year that PSEG increased its dividend and the
101st year in a row that PSEG or its pred-
ecessor companies paid dividends — a record
that few companies have equaled. it reflects
a commitment to shareholders on which we
place great value.

With this higher dividend, our payout will
be tn a range to provide flexibility for further
dividend growth as well as new investment.
Although we expect to be in a position to grow
the dividend, future increases are expected
to be more modest as our financial candition
may allow.

PSEG always has had a strong appeal to
individual shareholders, who comprise an im-
portant part of our ownership. With the interests
of smaller investors in mind, we announced
a two-for-one stock split at the same time as
our recent dividend increase. The split adjusts
the price of our stock to a level many smaller
shareholders may find more affordable without
affecting shareholder value.

Each of our businesses contributed well to our
results in 2007:

PSEG Power

PSEG Power, our large generation business, is
a major wholesale electricity supplier with gen-
erating facilities in New Jersey, Pennsylvania,
Connecticut and New York State. Power has an
excepticnally well-positioned set of assets in the
markets where it competes. It has been driving
our earmnings growth.,

Powers nuclear and fossil operations have
improved dramatically in recentyears. Our nuclear

facilities, in particular, have never played a more
important role in providing clean, low-cost energy
for New Jersey and surrounding areas. In 2007,
our nuclear units achieved a capacity factor of
91.4 percent. We have in place the management
team and processes that allowed us to resume
independent operation of our nuclear facilities —
a significant milestone toward our goal of long-
term nuclear excellence.

Of all significant sources of energy, only nuclear
power can generate electricity without emitting
greenhouse gases. We believe in the future of
nuclear energy. We are taking steps to explore
the possibility of adding a new nuclear unit on
the site of our Hope Creek and Salem nuclear
facilities in southern New Jersey, The building
of a new nuclear facility is a highly complex
undertaking that could take a decade or even
longer. It is not something to be embarked upon
lightly. Nevertheless, the many advantages of
nuclear energy justify a close look at this option.
We will investigate it thoroughly before deciding
whether to apply for a new {acility license.

Our fossil units have achieved stronger operations
aswell. In 2007, our forced outage rates improved
across our fossil fleet. We are making sizable
investments to ensure the long-term future of our
fossil units by adding advanced emissions control
technology. Such installations are underway at a
number of our coal-fired units in New Jersey,
Pennsylvania and Connecticut.

As tothe future, we are well-pasitioned to pursue
growth opportunities in our core markets of
PJM {originally known as the Pennsylvania-
New Jersey - Maryland Interconnection), New
England, New York and Texas. In PJM, for
example, we initiated planning for construction
of 300-400 megawatts of new, clean gas-fired
peaking capacity. This step will complement
PSEG Power's existing fleet of 13,300 mega-
watts, improve overall fleet efficiency and
enhance reliability, in paricular for our customers
in New Jersey, where PJM indicates additional
energy supply is needed.

Over the longer term, our aim is to leverage PSEG
Power's strengths in the competitive markets it
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knows best and to accumulate assets in areas that complement our existing portfolio.
As we do so, operational excellence will remain the foundation for continued success.
PSEG Power's capabilities in asset-based porticlio management enhance our ability |
to pursue this strategy while managing risk in a consistent, disciplined way. |

10-Year Cumulative Total Comparative Returns
as ot December 29, 2007 I
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PSEG's total return for the last 10 years has gutpaced two major market indices. This chart shows the value at each year's end
of $100 invested at year end 1996. The value assumes reinvested dividends.

PSE&G

PSE&G, our New Jersey electric and gas delivery company, continued to excel as
a reliable performer. PSE&G has built an outstanding reputation for safe, reliable
service in meeting the needs of approximately 2.1 million electric custormers
and 1.7 million gas customers in communities across New Jersey. For the sixth
consecutive year, PSE&G won the Mid-Atlantic Reliability One award, a prestigious
honor given by PA Consulting in recognition of superior electric-system reliability.
This achievement goes along with two National Reliabifity One Awards that PSE&G
won in recent years.

erform
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The electric and gas rate relief that PSE&G
obtained in November 2006 has created a
more reasonable eamings profile for us. We
will continue to invest in our people and sys-
temns to sustain PSE&G's strang regulatory and
customer relationships.

PSE&G is giving new emphasis to clean-
energy investments to support New lJersey's
efforts in the fight against climate change. We
believe building a greener, low-carbon future is
not only the right thing to do, but can make
good business sense. New Jersey has long
embraced innovation to create a vibrant, high-
tech economy. New Jersey can do the same to
become a model for the future green economy —
one that pravides plenty of good jobs while
protecting the environment.

Indeed, utilities like ours can make an essential
contribution to the fight against global warming.
We have a depth of experience, thousands
of dedicated employees, relationships with
millions of customers and the ahility to invest
over the long term in ways that benefit society.
Moreover, PSE&G, as a company that serves
New Jersey's six largest cities and diverse
communities across the state, can help ensure
universal access to energy efficiency and
renewable energy programs.

In 2007, PSE&G sought regulatory approval for a
range of new programs to promote conservation,
energy efficiency and the development of re-
newable sources of energy in New Jersey:

In April, we proposed investing $ 100 million over
twa years 10 help finance the installation of solar
systems on homes, businesses and municipal
buitdings throughout our service territory.

In December, we unveiled new carbon-abatement
programs designed to help our customers save
energy, lower their bilis and, in the process, reduce
greenhouse gas emissions. This effort would
begin with a $5 million investment in measures
such as home energy audits, programmable
thermostats, attic insulation and high-efficiency
lighting upgrades — with a focus on the needs of
low-income customers and small businesses.

+ Also in December, we announced plans to deploy
and test advanced metering infrastructure (AM1)
technologies — systems ihat provide information
to help customers monitor their energy use,
conserve energy and lower costs during periods
of peak energy demand.

We are working hard te obtain the regulatory
approvals that would altow us to proceed with
these and other green business initiatives. But
we are not simply waiting to act. We are moving
ahead with an initiative to replace our vehicle
fleet with hybrid cars and light trucks, a step
that will reduce carbon emissions by more than
81,000 tons over the next decade. And we
are investing in more efficient electric delivery
equipment, a move expected io reduce energy
use and carbon emissions by some 60,000
tons by the year 2020.

A truly broad-based effort is needed to address
climate change. We will remain deeply engaged
in the process to develop a new Energy Master
Plan for New Jersey, as well as in regional and
national efforts to reduce greenhouse gases. To
encourage public involvement, we launched
a campaign in November 2007 to give away
100,000 energy-saving compact fluorescent
light bulbs at PSE&G's 16 customer service
centers in New Jersey. We are working on many
other fronts to promote changes in consumer
behavior, as well as in law and regulation, to
support a green future, For example, we are the
primary sponsor of the PSEG Global Green Expo
at Liberty State Park in Jersey City on April 25,
26 and 27, 2008. This event will help educate
the state's residents and businesses about what
they can do to make a difference in the fight
against climate change.

Encouraging our customers to use energy wisely
is something we have long done. It is even more
important in today’s carbon-constrained world.
Yet the fact remains that energy demand is
increasing. We are taking steps today o ensure
New Jersey will have the safe, refiable, economic
and clean energy it will need tomorrow.

PSE&G is supporting the construction of severa)
new 500-kilovolt transmission lines that will
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significantly improve the long-term reliability of the electric system that serves our
New Jersey customers. While reliahility is driving the need to build these lines, we
also expect they wiil eventually ease congestion and thereby lower electric prices
for our customers. The lines, which will be built over the next five to eight years
with an investment by PSE&G of about $1.6 billion, are essential to New Jersey's
energy future.

@ Co ,
PL[bllC SC!‘VIC@ 15 pEll't Of PSEG Operating Earnings per Share
our formal name, but 8400
.. . %$2.80-3.05*
It 15 something more: s2.71+ 8% Growth
© © 3200 57% Growth [ )
—
It reflects who we are
$2.00 $1.73*
and what our many [ ]
. $1.00
constituents have come
. s L)
to expect from us, 2000 ~—
2006 Operating 2007 Operating 2008 Guidance
Eamings**~ Earnings**

« Arnounts refiect 2.1 stock spiit etective February 4, 2008.
** See 2007 Financial Highlights on page one for GAAP reconciliation.

There is an equally compelting need for other infrastructure upgrades to ensure our
customers will continue to have the quality of service they have come to expect.
Many older pipes and wires must be replaced to ensure reliability. In addition, we
are updating our entire customer interface. The new customer information system,
called iPower, uses advanced technology to meet our customers’ needs. It is a
cornerstone of our long-term efforts to keep improving service quality.

Grow
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PSEG Energy Holdings

PSEG Energy Holdings had another outstanding
year in selling international assets and reducing
risk. In 2007, its PSEG Global subsidiary
took advaniage of strong interest in its Latin
American electric generation and distribution
assets. During the past two years, PSEG Global's
asset monetizations have generated close to
$1.5 billion in cash that has generally been
used to pay down PSEG Energy Holdings™ debt
and return capital to our parent company. The
remaining assets in this part of our business are
largely based in the U.S. — the most substantial
being two 1,000-megawatt generating stations
in Texas, which we expect will continue
performing well. We are explering a number of
opportunities to build on this domestic position,
including in the renewable-energy area.

PSEG's overall accomplishments in 2007 have
strengthened our ability to invest over the long
term. In the next couple of years, we expect
cash flow to be in excess of the normal capital
needs of the business, This will provide greater
flexibility over time to reward shareholders and
grow the business.

Leadership in thought and deed is more
important than ever to our company's future. We
will continue to address issues that matter. One
| have discussed extensively: Climate change.
Another key issue is workforce development.
will be heading a utility industry task force on this
issue in 2008, as we look to create the highly
skilled, diverse workforce to fill the green jobs
essential for a cleaner energy future. In doing
s0, we will look to build on successful initiatives
such as our Energy Utility Technotogy Degree
program, which is our most diverse source of
entry-level talent. In 2007, we received the
U.S. Department of Labor's Exemplary Volunteer
Efforts Award, based on the achievements of
this program in promoting equal opportunity
and inclusion in the workplace.

In 2007, PSEG received cther honors, including
NJBIZ magazine’s New Jersey Corporation of
the Year award for our financial results, our
leadership on environmental issues and our

commitment to New Jersey. Our New Jersey
utility PSE&G was inducted infe the Balanced
Scorecard Hall of Fame, recognizing our
successful use of a rigorous, highly regarded
management system {o achieve higher, and in
many cases, superior levels of performance.

These and other awards speak volumes about our
employees and their dedication to excellence. As
an example, our ermployees have made dramatic
improvements in safety during the last decade.
Also, | cannot say encugh about our employees’
many volunteer efforts in the communities they
serve. Thanks to their involvement, PSEG once
again led all utilities nationwide in raising funds
for the March of Dimes. And their volunteerism
made a difference in countless other ways.
Certainly, a highlight of 2007 was their lending
a helping hand at the new PSE&G Children's
Specialized Hospital in New Brunswick, New
Jersey. It was a joyous occasion when this
state-of-the-art facility opened in December
2007, having been built with the help of the
targest single charitable contribution in our
company’s history.

Public Service is part of our formal name, but it
is something more: It reflects whe we are and
what our many constituents have come to expect
from us. | extend my thanks to our employees,
whose accomplishments have proudly given
new meaning to the words, Public Service.

In closing, | stress our continued dedication to
you, our sharehclders, who have put your trust
in us. We will continue striving to the best of our
ability to warrant your confidence.

Sincerely,

ezl oo g

Ralph Izzo

Chairman, President and

Chief Executive Officer

Public Service Enterprise Group

February 25, 2008
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Our EEnvironment

Qur energy choices have never had greater conseguences for our world — and our
children who will inhesit it. Qur choices can make a difference — and leave the
wotld a cteaner, healthier place.

Today's better energy choices — and tomorrow’s — must continue to be about energy
that is safe, reliable and economic. But another dimension is just as critical: energy
that is clean.

At PSEG, we are strongly commitied to the environment and dedicated to building
a greener, low-carbon future. We are working to develop new ways to help society
meet the challenge of climate change, an issue with the power io transform both
our company and industry.

Climate change is far from only being a challenge. At PSEG, we see it as an opportunity
to apply the enormous capacity of our nation to innovate, invent and chart a new path
of sustainable growth — and create plenty of good, locally based jobs.

We believe a comprehensive, multi-dimensicnal strategy can reduce greenhouse
gases. At PSEG, we are pursuing workable solutions along three main lines: first, with
conservation through energy-efficiency improvements; second, with the development
of renewable energy such as solar, wind and biomass; and third, with clean central
station power plants using proven nuclear or other advanced clean technologies.

It's not just our industry that has a stake in this battle. We all do. And government
has a key role, too. That's why we are making our voices heard by aggressively
supporting public policy in New Jersey and the natien to achieve meaningful
reductions in greenhouse gases. We are calling for action now.

PSEG Annual Report 2007 | Page 9@
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PSEG supports renewable

energy such as solar, wind
and biomass to address
climate change.




Every community and person can play an im-
portant part in accomplishing a glebal solution.
We are working to empower our customers with
new opportunities for energy savings and with
the up-to-date, practical information they need
about ways to use energy more wisely and save
dollars, too.

In the 20th century, companies like PSEG played
a key role in providing universal access to energy.
In this century, we are focused on the opportunity
to provide universal access to energy efficiency
along with our traditional mission. We are equip-
ped to take on this new challenge with our skilled
employees, our well-known brand reaching into
millions of homes, and our ability to invest to
achieve long-term public benefits.

We want to do more than simply be part cf the
solution. We want to create solutions that lead to
a better, greener energy future, redefining what
it means to be an energy company with a strong
environmental commitment at its core.

Our environmental efforts will continue on
many fronts: with our investments in state-of-
the-art emissions reduction technology at power
stations, with cur ongoing efforts to clean up sites
of former industrial activity, and with initiatives
ranging from recycling to wetlands restoration
that have received national recognition for
contributing positively to the environment.

We've made progress, in ways large and small
that have made a difference. For the first time
in 50 years, young osprey chicks were born in
the Meadowlands of northern New Jersey. The
fledglings have found a warm home in nesting
platforms built by PSEG employee volunteers.
Today, in the heart of one of the nation's most
developed areas, wildlife flourishes — a good
harbinger for the future.

We are proud to contribute to environmental
progress like this. We are determined to continue
working for a brighter and greener future.

20%

Is the amount of electricity New Jersey plans
to meet with renewabte resources by 2020.
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Our Customers

Being there for our customers is at the heart of who we are at PSEG. Millions of
people depend on us for safe, reliable energy around the clock and throughout the
year. We strive to deliver.

It's a big job to provide this energy in all types of weather and conditions — including
in emergency situations. Skill, dedication, energy, teamwork — and much more —
are brought to the task by the men and women of PSEG. It is due to their efforts that
PSEG has built strong customer relationships over more than 100 years.

Our employees have a proud tradition of rising to the occasion when their help is
needed most. They did so again in the spring of 2007, when damaging storms struck
communities in central New Jersey. Qur crews worked seven days a week 1o restore
thousands of customers. Going beyond the call like this is second nature for them.,

In showing haow they care, our employees have produced exceptional results such as
award-winning electric reliabitity that means fewer and shorter outages for customers.
For six years in a row, our New Jersey utility, PSE&G, has won the Reliability One
award for superior reliability in the Mid-Atlantic region, as well as two National
Reliability One awards in recent years.

But we are not resting on our laurels. We are working hard on many fronts to build
even stronger partnerships with our customers. We continue to invest substantially
in workforce training and development, in necessary infrastructure upgrades and
new technology, to get the job done smarter and better. And we are looking to invest
in new ways that enable customers to save more energy and thus help reduce
greenhouse gas emissions — something vitally important for a sustainable future.

PSEG Annual Report 2007 | Page 13
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PSEG is strongly

committed to helping
customers find

additional ways

to save energy —
and money.

PSEG Annual Repoit 2007 | Page 14




We have started by proposing pilot programs
that will bring to our customers more energy-
saving tools, such as home energy audits,
programmable thermostats, attic insulation and
lighting upgrades. It is our goal to provide uni-
versal access to measures like these to help all
our customers save more energy and dollars.
We also announced in 2007 a solar initiative
to expand the role of renewable energy and
make it more affordable, as a first step toward
a broader effort.

Customer education has long been an important
part of our job. We are expanding our many
efforts to provide customers with information
on practical ways they can save energy. And
we have renewed our emphasis on energy-
assistance programs by partnering with more
community organizations, resulting in increased
financial assistance for eligible customers.

In the years ahead it will be vital to promote public
understanding of global warming — and the role
that everyone can play in helping to slow climate
change. We are supporting educational events
such as the PSEG Global Green Expo, to be held
in April 2008, This three-day event in Jersey
City will provide a wealth of information about
ways that individuals, families and businesses
can make a difference for the environment.

We are not simply waiting for a belter, greener
future to arrive, but actively working to bring itinto
existence with practical energy-saving solutions.
And that's not all we're doing: We are investing
today to meet the energy needs of tomarrow, so
our custorners will continue to enjoy safe, reliable
energy when they need it. Whether it's building
new, long-distance power lineés o improve re-
liability and relieve congestion on the grid, or
developing a new custorner information system
to improve service quality and offerings, we are
hard at work to serve our customers even better.

)

606"

Less energy can be consumed
by replacing standard bulbs with
compact fluorescent lighting.
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Our Employees

The energy behind PSEG isn't the pipes and wires of our energy infrastructure or the
hoilers and turbines of our power plants. The energy of PSEG is our people.

If there is a better way, the men and women of PSEG work hard to find it. Whether it's
using computer simulation technology at our nuclear facilities or performing live-line
maintenance work with our own helicopter crews, we embrace innovation to make
the workplace safer and better serve our customers,

Our focus on workiorce training and development flows from a simple fact: It takes
highly skilled, trained and motivated people to achieve operational excellence. There
can't be any shortcuts in a business like ours — not with the hazards of working
with electricity and gas. Great care must be taken at all times to do the job safely
and well. It's what our employees take pride in doing, as reflected in numerous
awards they have won for safety excellence. Qur employees represent a tremendous
base of knowledge and experience.

We have a strang focus on empowering our employees by giving them the means to
achieve success. We encourage them to take advantage of the numerous programs
we provide in areas ranging from health and wellness to continuing education. And
we offer competitive compensation and benefits to help our employees achieve
their financial goals. Fostering an environment where people can be their best
makes perfect sense to us as a company dedicated to excellence. Qur emphasis
en career growth and development is a cornerstone of our efforts fo attract and
keep the best talent.

PSEG Annual Report 2007 | Page 17
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Making sure the workforce can meet the bus-
iness needs of the future is one of the greatest
challenges we face as a society. Being a leader
in responding to this challenge is critically im-
portant as we see it. We not only need to replace
a generation of retiring employees without losing
valuable knowledge and skills; we also need to
prepare a new workforce for the green-collar jobs
of tomorrow.

We have made a good start in building our future
worldorce with the Energy Utility Technology
Degree program, which we developed in partner-
ship with a number of New Jersey colleges. The
program is proving to be an important pipeline of
new and diverse talent for entry-level technical
trade positions. What's more, it provides qualitied
students access to jobs that might not otherwise
be there for them. The program has been rec-
ognized as a national model in the workforce
development area.

Building on successes like this, our long-term
staffing goal is to create the most qualified and
diverse pool of candidates possible. Our out-
reach efforts include cultivating relationships
with partners from the military, professional
associations, community organizations, and
colleges and universities to fill out our talent
pipeline. The different ideas and perspectives
from which we draw in staffing our workforce
help us to achieve our business objectives —
and keep our promises.

As to the future, the potential for green-collar
jobs — defined as blue-collar workforce opp-
ortunities created by organizations whose mission
is to improve environmental quality — is huge.
We believe the climate change challenge can
be transfarmed into an opportunity to grow our
business in new ways with the help of a re-tooled
workforce, all while protecting the planet.

Qur future workforce will still have the missicn to
provide safe and reliable energy. But the future
offers a new, exciting prospect for the people
of PSEG: to power a green ecanomy. It's a role
you might say is a natural for us as a company
whose energy flows fram outstanding people.

iy
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Our Communities

One of our greatest sources of pride at PSEG is our tradition of service on behalf
of the residents of New Jersey and the other states where we operate. Of course,
many companies talk about their communily commitment, but we let our actions
speak for themselves.

For more than 100 years we have been working to strengthen communities. And
our involvement has continued to deepen, as reflected in the range of programs we
support. Qur community role is about much more than philanthropy, however, It's
ahout making investments that contribute to a bright future for the communities we
serve and our company.

The largest gift in the history of the PSEG Foundation — $5 million — illustrates
our commitment to positive local change. This donation spearheaded a successful
capital campaign to build the new PSE&G Children’s Specialized Hospital in New
Brunswick, New Jersey. In December 2007, the new hospital opened to complete
a state-of-the-art campus providing a broad range of services to help ensure the best
medical outcomes for children.

Also to ensure a brighter future, PSEG invests significantly each year in educational
programs and institutions. Education is fundamental to everything that contributes
to our guality of life and economic vibrancy. Our initiatives target the needs of
students at various levels, They include programs such as PSEG Live Homework
Help, a major new effort designed to connect students in targeted New Jersey cities
with expert tutors to help them with their homework. This initiative complements
our support for other important educational initiatives such as New Jersey After 3,
a public-private partnership to expand high-quality, enriching after-school programs
across the state.

Another notable new commitment is the PSEG Honors Scholarship Endowment at
the Albert Dorman Honors College of the New Jersey Institute of Technology (NJIT).
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This program establishes an endowment to fund
scholarships for young men and women of ex-
ceptional educational ability.

Promoting environmental education has taken
on new urgency because of climate change. In
2007, PSEG pledged to support an exhibit on
global warming at the New Jersey State Museum.
The gift is the largest private-sector contribution
to the museum'’s capital campaign to date. it will
fund an exhibit designed to educate visitors about
the impact of climate change on New Jersey's
coastline. It adds to the many other educational
initiatives that PSEG supports to help people
of all ages develop a deeper appreciation for
the environment,

RNV

PSEG also is providing a lead gift to support the
construction of a state-of-the-art Earth, Ocean
and Planetary Sciences building for Rutgérs
University's Institute for Marine and Coastal
Sciences. This donation will facilitate inter-
disciplinary research, teaching and outreach an
the environment,

Our community commitment is also expressed by
partnerships with many non-profit organizations
working to build safer and healthier communities
and protect the environment. We have contributed
substantially to American Red Cross chapters
in our service areas to support disaster victims
and alleviate blood shortages. Cur employees
have assisted in this effort as blood donors and
through their own financial donations.

With every unselfish undertaking, PSEG em-
ployees show what it means to be a caring
corporate citizen. Our employees are the true
heroes of our company's community involve-
ment, in ways that go beyond the vital work they
do each day to pravide millions of people with
safe, reliable energy. Whether they are serving
meals at scup kitchens, coaching sports or
raising funds for causes like the March of Dimes,
our employees define who we are as a company.
We will continue to encourage and support their
efforts. Qur commitment to the communities we
serve in New Jersey and elsewhere remains as
strong as ever.
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FORWARD-LOOKING STATEMENTS

Certain of the matters discussed in this report constitute “forward-looking statements” within the
meaning of the Private Securities Litigation Reform Act of 1995. Such forward-looking statements are
subject to risks and uncertainties, which could cause actual results to differ materially from those anticipated.
Such statements are based on management’s beliefs as well as assumptions made by and information
currently available 1o management. When used herein, the words “anticipate,” “intend,” “estimate,”
“believe,” “expect,” “plan,” “hypothetical.” “potential,” “forecast,” “project,” variations of such words and
similar expressions are intended to identify forward-tooking statements. Factors that may cause actual results
to differ are often presented with the forward-looking statements themselves. Other factors that could cause
actual results to differ materially from those contemplated in any forward-looking statements made by us
herein are discussed in Item 1A. Risk Factors, Itéem 7. Management’s Discussion and Analysis of Financial
Condition and Results of Operation,.Item 8. Financial Statements and Supplementary Data—Note 12.
Commitments and Contingent Liabilities and other factors discussed in filings we make with the United
States Securities and Exchange Commission (SEC). These factors include, but are not limited to:

LI

e Adverse Changes in energy industry, pohcles and regulation. including market rules that may
adversely affect our operating results.

* Any inability of our energy transmission” and dlstrlbutlon busmesses 1o’ obtain adequate and timely
rate relief and/or regulatory approvals from federal and/or state regulators.

» Changes in federal and/or state environmental regulationsthat could increase our costs or llmll
operations of our generating units. )

¢ Changes in nuclear regulation and/or developments in the publear powcer industry generally, that could
limit operations of our nuclear gencrating units. .

¢ Actions or activities at one of our nuclear units that might adversely affect our ability to continue to
operate that unit or other units at the same site. .

o Any inability to balance our energy obligations. available supply and tradihg risks.
¢ Any deterioration in our credit guality.
¢ Any inability to realize anticipated tax benefits or retain tax credits:

e Increases in the cost of or interruption. in the supply of fucl and other commodities necessary to the
operation of our generaling units, S

» Delays or cost escalations in our construction and developmeht activitics.
» Adverse capital market performance of our decommissioning and defined benefit plan trust funds.
¢ Changes in technology and/or increased customer conservation.’

Additional information concerning these factors are set forth under Item 1A. Risk Factors.

All of the forward-locking statements made in .lhis'rcporl arc qualificd by these cautionary statements
and we cannot assure you that the results or developments anticipated by management will be realized, or
even if realized, will have the expected consequences to, or effects on, us or our business prospects, financial
condition or results of operations. Readers are cautioned not to place undue reliance on these forward-
looking statements in making any investment deciston. Forward-looking statements made in this report only
apply as of the datc of this report. Except as may be required by the federal securities laws, we expressly
disclaim any obligation or undertaking to release publicty any updates or revisions to these forward-looking
statements to reflect events or circumstances that occur or arise or are anticipated to occur or arise after the
date hereof. The forward-looking statements contained in this report are intended 1o qualify for the safe
harbor provisions of Section 27A of the Securities Act of 1933;'as amended, and Section 21E of the Securities
Exchange Act of 1934, as amended. .
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When the following terms and abbreviations appear in the text of this report, they have the meanings

indicated below:

BPU............coi

DOE ............o

EPA...............

kWh...........oon

RAC ...

SFAS ... ...

TPS. it
Transition Funding ......
Transition Funding II....

GLOSSARY OF TERMS

Accounting Principles Board
Asset Retirement Obligation

. Bethlehem Energy Center

Basic Generation Service
Basic Gas Supply Service
New Jersey Board of Public Utilities

Federal Comprehensive Environmental Response, Compensation and Liability Act of

1980
Commercial and Industrial Energy Price
carbon dioxide
New Jersey Electric Discount and Energy Competition Act
U.S. Department of Energy
New Jersey Electric Distribution Company
Enterprise Group Development Corporation
Emerging Issues Task Force
New Jersey Energy Master Plan
PSEG Energy Holdings L. L.C.
U.S. Environmental Protection Agency
PSEG Energy Resources & Trade LLC .
Electric Reliability Council of Texas
Financial Accounting Standards Board
Federal Energy Regulatory Commission
FASB Interpretation Number
PSEG Fossil LLC
FASB Staff Position
Federal Water Pollution Control Act
generally accepted accounting principles in the U.S.
PSEG Global L.L.C.
gigawatt hour
Hope Creek Nuclear Generating Statlon
Kilowatt-hour
Long-Term Incentive Plan
market-based rates

Management’s Discussion and Analysis of Financial Condition and Results of Operauons

Manufactured Gas Plant

Management Incentive Compensation Plan
memorandum of understanding

Market Transition Charge

mark-to-market

megawatts

Nuclear Decommissioning Trust

Named Executive Officer

North American Eléctric Reliability Corporation
Non-Utility Generation Clause

New Jersey Department of Environmental Protection
Notes to Consolidated Financial Statements
Nuclear Regutatory Commission

PSEG Nuclear LLC

Non-Utility Generation

New York Independent System Operator
Other Postretirement Benefits

Peach Bottom Atomic Power Station

PIM Interconnection, L.L..C.

PSEG Power LL.C

power purchase agreement

Public Service Electric and Gas Company
Public Service Enterprise Group Incorporated
Remediation Adjustment Clause

PSEG Resources L.L.C.

Regional Greenhouse Gas Initiative

BPU’s Renewal Portfolio Standard

Salem Nuclear Generating Station

Societal Benefits Clause

PSEG Services Corporation

Statement of Financial Accounting Standard
New Jersey Spill Compensation and Control Act
third party supplier

PSE&G Transition Funding LLC

PSE&G Transition Funding 11 LLC
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FILING FORMAT

This combined Annual Report on Form 10-K is separately filed by Public Service Enterprise Group
Incorporated (PSEG), PSEG Power LLC (Power) and Public Service Electric and Gas Company (PSE&QG).
Information contained herein relating to any individual company is filed by such company on its own behalf.
Power and PSE&G each makes representations only as to itself and its subsidiaries and makes no other
representations whalsoever as to any other company.

WHERE TO FIND MORE INFORMATION

PSEG, Power and PSE&G file annual, quarterly and special reports, proxy statements and other
information with the Securities and Exchange Commission (SEC). You may read and copy any document
that PSEG, Power and PSE&G file at the Public Reference Room of the SEC at 100 F Street, N.E,,
Washington, D.C. 20549. Information on the operation of the Public Reference Room may be obtained by
calling the SEC at 1-800-SEC-0330. You may also obtain PSEG’s, Power's and PSE&G’s filed documents
from commercial document retrieval services, the SEC's internet website at www.sec.gov or PSEG’s website
at www.pseg.com. Information contained on PSEG’s website should not be deemed incorporated into or as a
part of this report. PSEG’s Common Stock is listed on the New York Stock Exchange under the ticker
symbol ‘PEG.” You can obtain information about PSEG at the offices of the New York Stock Exchange,
20 Broad Street, New York, New York 10005.

PART 1

ITEM 1. BUSINESS

PSEG was incorporated under the laws of the State of New Jersey in 1985 and has its principal executive
offices at 80 Park Plaza, Newark, New Jersey 07102. PSEG has four principal direct wholly owned
subsidiaries: Power, PSE&G, PSEG Encrgy Holdings L.L.C. (Energy Holdings) and PSEG Services
Corporation (Services). The following organization chart shows PSEG and its principal subsidiaries, as well
as the principal operating subsidiarics of Power: PSEG Fossil LLC (Fossil), PSEG Nuclear LLC (Nuclear)
and PSEG Energy Resources & Trade LLC (ER&T); and of Energy Holdings: PSEG Global L.L.C. (Global)
and PSEG Resources L.L.C. (Resources):

PSEG

—L Power Q I PSE&G Jq Energy Holdings g I
~ AN X ) G

— Fossil Gilobal
— Nuclear : Resources
| ER&T

PSEG is an cnergy company with a diversified business mix. PSEG’s operations are primarily in the
Northeastern and Mid Atlantic United States (U.S.) and in other select markets. As the competitive portion
of PSEG’s business has grown, the resulting financial risks and rewards have become greater, causing
financial requirements to change and increasing the volatility of carnings and cash flows.

For additional information, sce Item 7. Management’s Discussion and Analysis of Financial Condition
and Results of Operations {(MD&A)—Overview of 2007 and Future Outlook.

Power

Power is a Delaware limited liability company, formed in 1999, and has its principal executive offices at
80 Park Plaza, Newark, New Jersey 07102, Power is a multi-regional, wholesale energy supply company that
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integrates its generating asset operations with its wholesale energy, fuel supply, energy trading and marketing
and risk management functions through three principal direct wholly owned subsidiaries: Nuclear, Fossil and
ER&T.

As of- December 31, 2007, Power’s generation portfolio consisted of 13,314 MW of summer installed
capacity, which is primarily located in the Northeast and Mid Atlantic regions of the U.S. in some of the
nation’s largest and most developed energy markets. For additional information, see Item 2. Properties.

As a merchant generator, Power’s profit is derived from selling under contract or on the spot market a
range of diverse products such as energy, capacity, emissions credits, congestion credits and a series of
energy-related products used to optimize the operation of the energy grid. Power’s revenues also include gas
supply sales to PSE&G under the Basic Gas Supply Service (BGSS) contract with PSE&G (see Gas Supply
below) and other customers.

Nuclear ‘

Nuclear has ownership interests in five nuclear generating units: the Salem Nuclear Generating Station,
Units 1 and 2 (Salem 1 and 2), each owned 57.41% by Nuclear and 42.59% by Exelon Generation LLC
(Exelon Generation), each of which is operated by Nuclear; the Hope Creek Nuclear Generating Station
(Hope Creek), which is owned 100% by Nuclear and operated by Nuclear; and the Peach Bottom Atomic
Power Station Units 2 and 3 (Peach Bottom 2 and 3}, each of which is operated by Exelon Generation and
owned 50% by Nuclear and 50% by Exclon Generation. Salem 1 and 2 and Hope Creck are located at the
same site. For additional information, see Item 2. Properties—Power. '

I

Nuclear Operations

‘From January 2005 through December 31, 2007, an Operating Services Contract (OSC) with Exelon
Generation was in effect under which Exelon Generatlon provided key personnel to oversee daily plant
operations at the Hope Creek and Salem nuclear generating stations and implemented a management model
that Exelon Generation has used to manage.its own nuclear facilities. In December 2006, Power announced
its plans to resume direct management of the Salem and Hope Creek nuclear generating stations. As part of
this plan, on January 1, 2007, the senior management team at Salem and Hope Creck, which consisted of
three senior executives from Exelon, became employees of Power. Power continued to recruit additional
employees to build its organizational structure and execute its plan in anticipation of direcl management. As
of January 1, 2008, the OSC was terminated and Power has resumed independent operation at Salem and
Hope Creek. '

During 2007, over half of Power’s generating output was from its nuclear generating stations. Nuclear
unit capacity factors for 2007 were as follows:

Capacity

: . Unit , . Factor(A)
T2 155 o T 0+ O AR 89.0%
R 13 o o T 05 Y 97.1%
Hope Creek. .........oovveeiilt. . e 85.4%
Peach Bottom Uit 2. .. o i it r e 99.49%
Peach Botlom Uit 3. .. .. ittt ettt ettt ria e eeaaaas 90.7%
Total Power Ownership. ... s 91.4%

{A) Maximum Dependable Capacity, net.

No assurances.can be given that such capacity factors will be achieved in the future. For additional
information on recent operational issues, see Regulatory Issues—Nuclear Regulatory Commission (NRC).

Nuclear Fuel !

Nuclear has several long-term purchase contracts for the supply of nuclear fuel for the Salem and Hope
Creek Nuclear Generating Stations which include:

» purchase of uranium (concentrates and uranium hexafluoride);
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¢ conversion of uranium concentrates to uranium hexafluoride;
» enrichment of uranium hexafluoride; and
» fabrication of nuclear fuel assemblies.

While the prices for uranium, conversion and enrichment are increasing, Nuclear does not anticipate any
significant problems in meeting its future requirements; however, no assurances can be given.

Nuclear has been advised by Exelon Generation that it has similar purchase contracts to satisfy the fuel
requirements for Peach Bottom. For additional information, see Item 7. MD& A—Overview of 2007 and
Future Outlook—Power and Note 12. Commitments and Contingent Liabilities.

Fossil

Fossil has ownership interests in 17 generating stations in the Northeast and Mid Atlantic U.S. Fossil
uses coal, natural gas and oil for electric generation. These fuels are purchased on behalf of Fossil by ER&T
through various contracts and in the spol market and represent a significant portion of Power’s working
capital requirements. See licm 2. Properties for a list of these stations.

ER&T

ER&T purchases the capacity and energy produced by each of the generation subsidiaries of Power. In
conjunction with these purchases, ER&T uses commodity and financial instruments designed to cover
estimated commitments for Basic Generation Service (BGS) and other bilateral contract agreements. ER&T
also markets electricity, capacity, ancillary services and natural gas products on a wholesale basis. ER&T is a
fully integrated wholesale energy marketing and trading organization that is active in the long-term and spot
wholesale energy and energy-related markets.

Electric Supply

Power’s generation capacity is comprised of a diverse mix of fuels; 46% gas, 26% nuclear, 18% coal, 8%
oil and 2% pumped storage. Power’s fuel diversity serves lo mitigate risks associated with fuel price volatility
and market demand cycles.

The following table indicates proportionate gigawatt hour (GWhr) output of Power’s generating stations
by fuel type, based on actual 2007 output of approximately 53,200 GWhrs, and 2008 estimated output of
approximately 54,000 GWhrs,

Actual  Estimated

Generation by Fuel Type 2007 2008(A)
Nuclear: .
New Jersey facilities ................ ... .cooviinin.. . e 36% 37%
Pennsylvania facilities. ... ... e e i i e e 18% 17%
Fossil: '
Coal: _
New Jersey facilities ... i 9% 11%
Pennsylvania facilities.......... ... .. . 11% 129
Connecticut facilities.. ... .. i e e e 4% 5%
Ol and Natural Gas: '
New Jersey facililies. ... ... o i it e 15% 13%
New York facilities. .. ... i e e 6% 4%
Connecticut facilities.. ... e 1% 1%
Total ..o 100%  100%

(A) No assurances can be given that actual 2008 output by source will match estimates.

For a discussion of Power’s management and hedging strategy relating to its energy sales supply and fuel
needs, see Market Price Environment and Item 7. MD& A—Overview of 2007 and Future Qutlook—Power.
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Coal Supply

Power purchases coal for certain of its fossil generation stations through various long-term commitments.
In order to minimize emissions levels, Power’s Bridgeport generating facility uses a specific type of coal
obtained from Indonesia through a Fixed-Price (FP) supply contract that runs through 2011. Under a consent
decree with the New Jersey Department of Environmental Protection (NJDEP) and the U.S. Environmental
Protection Agency (EPA), the Hudson facility also utilizes this type of coal and has a FP supply contract that
runs through 2010, If the supply of coal from Indonesia or equivalent coal from other sources was not
available for these facilities, in the near term operations could be curtailed or suspended and in the long
term, additional material capital expendltures could be required to modify the existing plants to enable their
continued operation.

As of the end of 2007, one of Power’s coal suppliers declared a force majeure, resulting in the
interruption of coal shipments due to a mine fire. This supplier provides approximately 50% of the type of
coal used at Power’s 648 MW Mercer generation facility. In addition, approximately 35% of Mercér’s coal
supply is purchased through another contract in Venezuela, which was rencgotlated in February 2008 and
now provides for coal shipments through the end of 2008.

As described in Note 12. Commitments and Contingent Liabilities, Power is currently constructing
poliution control equipment at its coal fired plants. When construction of those projects is complete, Power
anticipates having more flexibility in the type of coal used at those facilities, thereby reducing its rellance on
certain suppliers and reducing its risk of sourcing fuel for those facilities.

Power believes it has access to adequate fuel supplies, including transportation, for its facilities over the
next several years; however, events such as those experienced at Mercer could result in higher than
anticipated fuel costs as Power seeks alternate supply arrangements or purchases in the spot market. For
additional information, see Item 7. MD&A—Qverview of 2007 and Future Outlook—Power and Note 12.
Commitments and Contingent Liabilities.

Gas Supply

Power sells gas to PSE&G under the BGSS contract. Power has a full requirements contract with
PSE&G to meet the gas supply requirements of PSE&G’s gas customers. The contract term runs through
March 31, 2012, and year-to-year thereafter. Power charges PSE&G for gas commodity costs which PSE&G
recovers from its customers.

Additionally, based upon availability, Power sells gas to others. Power’s firm transportation, which is
available every day of the year, can provide about 41% of PSE&G’s peak daily gas requirements. The
remainder comes from field storage, liquefied natural gas, seasonmal purchascs, contract peaking supply,
propane and refinery and landfill gas. Power purchases gas for its gas operations directly from natural gas
producers and marketers. These supplies are transported to New Jersey by four interstate pipeline suppliers.

Power has approximately 1 billion cubic feet-per-day of firm transportation capacity under contract to
meet the primary needs of PSE&G’s gas consumers and the needs of its own generation fleet. Power
supplements that supply with a total storage capacity of 78 billion cubic feet. This provides a maximum of
approximately 1 billion cubic feet-per-day of gas during the winter season.

Power expects Lo be able to meet the energy-related demands of its firm natural gas customers and its
own operations. However, the ability to maintain an adequate supply could be affected by several factors not
within Power’s control, including curtailments of natural gas by its suppliers, severe weather and the
availability of feedstocks for the production of supplements to its natural gas supply. '

Market Price Environment

System operators in the electric markets in which Power participates will generally dispatch the lowest
variable cost units in the system first, with higher variable cost units dispatched as demand increases. As such,
nuclear units, with their low variable cost of operation, will generally be dispatched whenever they are
avaitable. Coal units generally follow next in the merit order of dispatch and gas and oil units generally
follow to meet the total amount of demand. With limited exceptions, the price that all dlspatched units
receive is set by the last, or marginal unit that is dispatched.

This method of determining supply and pricing creates an environment where natural gas prices often
have a major impact on the price that generators will receive for their. output, especially in periods of
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relatively strong demand. As such, significant changes in the price of natural gas will often translate into
significant changes in the price of electricity.

Commodity prices, such as electricity, gas, coal and emissions, as well as the availability of Power’s
diverse fleet of generation units to produce these products, have a considerable effect on Power’s
profitability. There is significant volatility in commodity markets, including electricity, fuel and emission
allowances. For example, the spot price of clectricity at the quoted PJM Interconnection, L.L.C. (PJM) West
market increased from an average of about $25 per megawatt hour (MWh) for 2002 to an average of about
$60 per MWh in 2005 and in 2007 was about $55 per MWh. Similarly, the price of natural gas at the Henry
Hub terminal increased from an average of about $3 per one million British Thermal Units (MMBtu) in 2002
to about $9 per MMBtu in 2005 and to about $7 per MMBtu on average in 2007. The prices at which
transactions are entered into for future delivery of these products, as evidenced through the market for
forward contracts at points such as PIM West are volatile as well. When averaged over a year, the historical
annual spot prices and forward calendar prices as of year-end 2007 are reflected in the graphs below.
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In the electricity markets where Power participates, the pricing of electricity varies by location. For
example, prices may be higher in congested areas due to transmission constraints during peak demand
periods, reflecting the bid prices of the higher cost units that are dispatched to meet demand. This typically
occurs in the eastern portion of PIM, where many of Power’s plants are located. At various times, depending
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upon its production and its obligations, these price differentials can serve to increase or decrease Power’s
profitability. '

While the prices reflected in the tables above do not necessarily represent prices at which Power has
contracted, they are representative of market prices at relatively liquid hubs, with nearer term forward
pricing generally resulting from more liquid markets than pricing for later years. While they provide some
peispective on past and future prices, the forward prices are highly volatile and there is no assurance that
such prices will remain in effect nor that Power will be able to contract its output at these forward prices.

One type of contract that is material to Power’s hedging strategy is the BGS contract in New Jersey that
is awarded for 3-year periods through an auction process managed by the New Jersey Board of Public
Utilities (BPU). The BGS contract is a full requirements contract that includes energy and capacity, dncillary
and other services. Pricing for the BGS contracts for recent and future-periods by the purchasing utility is as
follows: '

Load Zone 2005-2008  2006-2009  2007-2010 2008-2011
(¥MWh) -
PSE&G ... $65.41  $102.51 § 9888 §$111.15
Jersey Central Power and Light............... $65.70  $100.44 § 99.64 $114.09
Atlantic City Electric.......................... $66.48  $103.99 § 9959  $116.50
Rocktand Electric Company................... $71.79  $1i1.14  $109.99  $12049 |

Power is also provided with payments from the various markets for the capability to provide electricity,
known as capacity payments, which are reflective of the value to the grid of having the assurance of sufficient
generating capacity to meet system reliability and energy requirements, and 1o encourage the future
investment in adequate sources of new generation to meet system demand. While there is generally sufficient
capacity in the markets in which Power operates, there are certain areas in these markets where there are
constraints in the transmission system, causing concerns for reliability and a more acute need for capacity.
Some generators, including Power, announced the retirement of certain older generating facilities in these
constrained areas due to insufficient revenues to support their continued operation. In separate instances,
both PJM and the New England Power Pool (NEPOOL), in order to enable their continued availability,
responded with Reliability-Must-Run (RMR) contracts that provide Power with payments which are not
necessarily reflective of the full value of those units’ contribution to reliability. Such payment siructure by its
nature acknowledges that these units provide a reliability service that is not compensated for in the existing
markets.

The Federal Energy Regulatory Commission (FERC) issued certain orders in 2006 related to market
design that have changed the nature of capacity payments in PIM and in NEPOOL. In PIM, a new capacity-
pricing regime known as the Reliability Pricing Model (RPM) provides generators with differentiated
capacity payments based within a Load Deliverability Area. Similarly, the Forward Capacity Market (FCM)
settlement in NEPOOL provides for locational capacity payments. Both market designs are based in part on
the premise that a more structured, forward-looking, transparent pricing mechanism gives prospective
investors in new generating facilities more clarity on the value of capacity, sending a pricing signal to
encourage expansion of capacity to meet future market demands. The FERC has approved the ‘market
changes in each of these markets. RPM started June 1, 2007 and the FCM transition period began December
1, 2006. The majority of Power’s generating capacity has experienced increases in value from aspects of these
market designs, resulting in considerable additional revenue. Power cannot determine the long-term impacts
of these market design changes. ‘

PIM sets the prices that will be received by generating assets located within the Eastern Mid Atlantic
Area Council (MAAC) zone, the MAAC zone, the MAAC + APS zone and PIM, other than within the
Eastern MAAC and MAAC + APS zones (Rest of Pool) through RPM base residual auctions. Most of
Power’s generating assets are in the Eastern MAAC and MAAC zones. The clearing prices resulting from
the first four base residual auctions are listed in the following table.




Delivery Year

June 1, 2007 to June 1, 2008 to -June 1, 2009 to - June 1, 2010 to
May 31, 2008 May 31, 2009 May 31, 2010 May 31, 2011
Zones } MW-day kW-yr MW-day kW-yr MW-day kW-yr MW-day kW-yr
Eastern MAAC................. C$197.67  $72.15  $148.80 $54.31 $191.32 $69.83 § — § -
MAAC....... e $ — 5 — § — 5 — % — § — 317429 36362
MAAC + APS ... ..ooientt. $ — $ — § — § — 19132 $6983 § — § —
Restof Pool.................... $ 40,80 -$14.89 $111.92 $40.85 $ 97.82 $35.70. $174.29 $63.02

As a normal part of its contracting strategy, Power enters into contracts to sell capacity for future
delivery. One such contract, as discussed above, is the BGS contract, which includes several energy-related
components, one of which is capacity. A significant portion of Power’s capacity is contracted as part of the
three-year BGS-FP auctions in which Power had won 11 tranches in 2005, 20 tranches in 2006, 19.tranches in
2007 and 17 tranches in 2008. On average, each of these BGS-FP tranches requires approximately 120 MW of
capacity on a daily basis. In addition, prior to the capacity auctions, Power hedged a portion of its generation
capacity with forward capacity sales contracts at prices lower than auction prices above. As a result, Power
expects to see an increasing amount of its capacity realizing RPM auction pricing as these existing contracts
expire.

The capacity auctions also determine the price that must be paid by an entity serving load in the various
auction delivery areas such as Power’s obligation to serve BGS in New Jersey. These prices differ from
physical capacity resources due to import and export capability to and from lower priced areas. Auction
clearing prices. for the purchase of capacity in the zones where Power’s obligations are located are listed in
the following table.

) Delivery Year ,
June 1, 2007 to June 1, 2008 to June 1, 2009 to + June 1, 2010 to
May 31, 2008 May 31, 2009 May 31, 2010 May 31, 2011
Zones MW-day kW-yr MW-day kW-yr MW-day kWyr MW-day kW-yr
Eastern MAAC................. $177.51 $64.79 $143.51 $52.38 $18855 $6882 § — § —
MAAC ... $ — $ — 8§ — $§ — $ — § — $17429 $63.62

The balance of Power’s PIM capacity has obtained price certainty through May 31, 2011 as a result of
the first four RPM auctions. Power has obtained price certainty for all of its capacity in New England
through May 31, 2010 as a result of the FP nature of the transitional FCM auction.

On a prospective basis, many factors will affect the pricing for capacity in PJM, including but not limited
to:

» changes in demand;
» demand response resources;

e changes in available generating capacity (mcludmg retirements, addltlons derates, forced outage rates,
ete.);

* increases in transmission capability between zones; and

s changes to the pricing mechanism created by PJM, including increasing the potential number of zones
to as many as 24 zones in future years, which could create more pricing sensitivity to changes in supply
and demand, as well as-other potential changes that PJM may propose over time.

For additional information on Power’s collection of RMR payments m PJM and NEPOOL and the RPM
and FCM proposals see Regulatory Issues—Federatl Regulatlon

Competitive Environment

Power’s competitors include merchant generators with or without trading capabilities, including banks,
funds and other financial entities, utilities that have generating capability, utility companies that have formed
generation and/or tradmg businesses, aggregators and wholesale power marketers. These participants
compete with Power and one another in buying and sellmg in wholesale power pools, entering into bilateral
contracts and selling to aggregated retail customers.

Power’s businesses are also under competitive pressure due to Demand Slcle Management (DSM) and
other efficiency efforts aimed at changing the quantity and patterns of usage by end-use consumers which
would result in reduction in Power’s load requirements. It is also possible that advances in technology, such
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as distributed generation, will reduce the cost of alternative methods of producing electrlcxty to a level that is
competitive with that of most central station electrlc production.

There is also a-risk to Power if states should dec1de to turn away from competition and allow régulated
utilities to continue to own or reacquire and operate generating stations in a regulated and potentially
uneconomical manner, or to encourage rate-based generation for the construction of new base-load units.
This has already occurred in certain states. The lack of consistent rules in energy markets can negatively
impact the competitiveness of Power’s plants. Also, regional inconsistencies in environmental reglilations
particularly those related to emissions, have put some of Power’s plants which are located in the Northeast,
where rules are more stringent, at an economic disadvantage compared to its competltors in certain Midwest
states.

Tt . ' . :

Also, environmental issues such as restrictions on carbon dioxide (CO,) emissions and other pollution
may have a competitive impact on Power to the extent it is more expensive for its plants to’remain
compliant, thus affecting its -ability to be a lower cost provider compared to competitors without such
restrictions. . . .

Customers |

As Exempt Wholesaie Generators, Power’s subsidiaries do not directly serve retail customers! Power
uses its generation facilities for the production of electricity for sale at the wholesale level. Power’s customers
consist mainly of wholesale buyers, primarily within PJM, but also in New York and NEPOOL. Power is at
times a direct or indirect supplier of New Jersey’s Electric Distribution Companies (EDCs), including
- PSE&G, depending on the positions it takes in the New Jersey BGS auctions. These contracts ‘are full
requirements contracts, where Power is responsible to serve a percentage of the full supply needs of the
customer class being served, including energy, capacity, congestion and ancillary services. In addition, Power
has four-year contracts with two Pennsylvania utilities expiring in 2008.

As mentioned in Gas Supply, Power has a full reqmrements contract, BGSS, with PSE&G to. meet the
gas supply requirements of PSE&G’s gas customers.

For the year ended December 31, 2007, approximately 50% of Power’s revenue was comprised of
billings to PSE&G for BGS and BGSS. See Note 21. Related-Party Transactions for additional information.

Employee Relations

As of December 31, 2007, Power had 2,538 employees, of whom 1,412 employees (710 employees at
Fossil and 702 employees at Nuclear) are represented by three union groups under six-year collective
bargaining agreements, which were ratified in February, July and August 2005, respectively. Power believes
that it maintains satisfactory relationships with its employees.

PSE&G

PSE&G is a New Jersey corporation, incorporated in 1924, and has its principal executive offices at 80
Park Plaza, Newark, New Jersey 07102. PSE&G is an operating public utility company engaged principally in
the transmission and distribution of electric energy and gas in New Jersey. In addition, PSE&G owns PSE&G
Transition Funding LLC (Transition Funding) and PSE&G Transition Funding 1T LLC (Transition Funding
11}, which are bankruptcy-remote entities that respectively purchased, pursuant to New Jersey’s Electric
Discount and Energy Competition Act, as amended {Competition Act), the irrevocable property rights to
receive certain non-bypassable transition charges per kilowatt-hour (kWh) of electricity delivered to PSE&G
customers and issued transition bonds secured by such property in payment for such property

PSE&G provides electric and gas service in areas of New Jersey in which approxunately 55 mll]lon
people, about 70% of the state’s populatlon reside. PSE&G's electric and gas service area is a comdor of
approximately 2,600 square miles running dlagonally across New Jersey from Bergen County in the northeast
to an area below the city of Camden in the southwest. The greater portion of this area is served with both
electricity and gas, but some parts are served with electricity only and other partb with gas only. Thlslheavﬂy
populated, commercialized and industrialized territory encompasses most of New Jersey's - largest
municipalities, including its six largest cities—Newark, Jersey City, Paterson, Elizabeth, Trenton and
Camden—in addition to approximately 300 suburban and rural communities. This service territory contains a
diversified mix of commerce and industry, including major facilities of many nationally prominent
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corporations. PSE&G’s load requirements are split among residential, commercial and industrial customers,
described below under customers. PSE&G believes that it has all the non-exclusive franchise rights (including
consents) necessary for its electric and gas distribution operations in the territory it serves. PSE&G primarily
earns margins through the transmission and distribution of clectricity and the distribution of gas. PSE&G’s
revenues for these scrvices are based upon tariffs approved by the BPU and the FERC. PSE&G also earns
margins through non-tariff competitive services.

Energy Supply

PSE&G distributes electric energy and gas to end-use customers within its designated service territory.
All electric and gas customers in New Jersey have the ability to choose an electric energy and/or gas supplier.
Pursuant to the BPU requirements, PSE&G serves as the supplier of last resort for electric and gas customers
within its service territory. PSE&G earns no margin on the commodity portion of its electric and gas sales.

As shown in the table below, PSE&G continues to provide the electric energy and gas supply for the
majority of the customers in its service territory for the year ended December 31, 2007.

GWh % Million Therms %

POE &G, i e 35152 79% 2,201 63%
Third Party Suppliers. ..o 9543 21% 1,302 3%
Total Delivered. .......oooiiiiiiiiii i 44,695 100% 3,503 100%

New Jersey’'s EDCs, including PSE&G, provide two types of BGS, BGS-FP and BGS-Commercial and
Industrial Energy Price (CIEP). BGS is the default electric supply service for customers who do not choose a
third party supplier (TPS) for electric supply requirements. BGS-FP provides default supply service for
smaller industrial and commercial customers and residential customers at scasonally-adjusted fixed prices for
a three-year term. BGS-FP rates change annually on June 1, and are based on the average BGS price
obtained at auctions in the current year and two prior years.

PSE&G is required to provide BGS for all customers who are not supplied by a TPS. All of New
Jersey’s EDCs jointly procure the supply to meet their BGS obligations through two concurrent auctions
authorized by the BPU for New Jersey’s total BGS requirement. These auctions take place annually in
February. Résults of these auctions determine which energy suppliers are authorized to supply BGS to New
Jersey’s EDCs. '

BGSS is the mechanism approved by the BPU designed to recover all gas costs related to the supply for
residential customers. BGSS filings are made annually by June 1 of each year, with an effective date of
October 1. PSE&G has a full requirements contract through 2012 with Power to meet the supply
requirements of PSE&G’s defauit service gas customers. Power charges PSE&G for gas commodity costs
which PSE&G recovers from its customers. Any difference between rates charged by Power under the BGSS
contract and rates charged to. PSE&G’s residential customers is deferred and collected or refunded through
adjustments in future rates . y '

Market Price Environment

There continues to be significant volatility in commodity prices, including fuel, emission allowances and
electricity. Such volatility can have a considerable impact on PSE&G since a rising commodity price
cnvironment results in higher delivered electric and gas rates for end-use customers, and may result in
decreased demand by end users of both electricity and gas, increased regulatory pressures and greater
working capital requirements as the collection of higher commodity costs may be deferred under PSEG’s
regulated rate structure. For additional information see ltem 7. MD&A.

Competitive Environment

The electric and gas transmission and. distribution business has minimal risks from competitors.
PSE&G’s transmission and distribution business is minimally impacted when customers choose alternate
electric or gas suppliers since PSE&G earns its return by providing transmission and distribution service, not
by supplying the commodity. The demand for electric energy and gas by PSE&G’s customers is affected by
customer conservation, economic conditions, weather and other factors not within PSE&G’s control.

9




Customers

As of December 31, 2007, PSE&G provided service to 2.1 million electric customers and 1.7 million gas
customers. In addition to its transmission and distribution business, PSE&G also offers appliance services and
repairs to customers throughout its service territory. The following details the distribution of electric and gas
sales among customer classes:

% of Sales
Customer Type Electric  Gas
L O0e] 1101151 o3 T | [ 56% 36%
Reesidential, ..o e e e 31% |60%
Industrial. ... 13% 4%
Total . i 100% 100%

4

Employee Relations

As of December 31, 2007, PSE&G had 6,069 employees. PSE&G has six-year collective bargaining
agreements, which were ratified in 2005, with four unions representing 4,838 employees. PSE&G believes
that it maintains satisfactory relationships with its employees.

Energy Holdings )
Global '

Global has investments in power producers that own and operate electric generation in Texas, California
and Hawaii, with smaller investments in New Hampshire and Pennsylvania. Global’s assets -include
consolidated projects and those accounted for under the equity method and cost method. As of December 31,
2007, Global’s domestic generation portfolio consisted of 2,395 MW of owned capacity, as dlscussed beiow
For additlional information see Item 2. Properties. !

~ N . ]
Texas

Global owns 100% of PSEG Texas, LP (PSEG- Texas) (Formerly Texas Independent Energy) which
owns and operates two gas-fired, combined cycle generation facilities with a total generating capacity of 2,000
MW, one in Guadalupe County in south central Texas (Guadalupe) and one in Odessa in western Texas
(Odessa). Guadalupe and Odessa each have a generation capacity of 1,000 MW. Effective January i1, 2008,
Global contracted with Fossil to assume . management responsibilities for Odessa and Guadalupe.
Approximately 40% to 50% of the expected output of PSEG Texas for 2008 has been sold via bilateral
agreements and additional bilateral sales for peak and off-peak services are expected to be signed as the year
progresses. Any remaining uncommitted output will be sold in the Texas spot market. Included in Odessa’s
1,000 MW of generation capacity is a 350 MW daily capacity call option at Odessa that expires on December
31, 2010, For additional information, see Market Price Environment, below,

Califernia

Global owns 50% of GWF Power System L.P. (GWF) and GWF Hanford, Inc.(Hanford). Global has
PPAs for the five GWF San Francisco Bay Area plants’ net output with Pacific Gas and Electric Company
(PG&E) ending in 2020 and 2021 and a PPA for Hanford for its net output with PG&E ending in 2011. GWF
and Hanford primarily acquire the petroleum coke used to fuel the plants through contracts with prices
negotiated between the parties either semi-annually or annually. Three of the five GWF plants have been
modified to burn a wider variety of petroleum coke products to mitigate fuel supply and pricing riék.

GWF Energy LLC (GWF Energy), which is 60% owned by Global and 40% owned by a power fund
managed by Harbert, owns and operates three peaker plants in California. The output of these plants is sold
under a PPA with the California Department of Water Resources (DWRY) ending in 2011 and 2012. The
DWR has the right to schedule energy andfor reserve capacity from each unit of the three plants for a
maximum of 2,000 hours each year. Energy and capacity not scheduled by the DWR is available for sale by
GWF Energy. The DWR supplies the natural gas when the units are scheduled for dispatch by the DWR.
GWF Energy obtains the natural gas used to fuel its plants for non-DWR sales from the spot market on a
non-firm basis.
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Hawalii

Global owns 50% of Kalaeloa, a base ‘load generating station on Oahu, Hawaii. All of the electricity
generated by the Kalaeloa power plant is sold to the Hawaiian Electric Company, Inc. (HECO) under a PPA
expiring in May 2016, Under a steam purchase and sale agreement expiring in May 2016, the Kalaeloa power
plant supplies steam to the adjacent Tesoro refinery. The primary fuel, low sulfur fuel oil, is provided from
the adjacent Tesoro refinery under a long-term all requirements contract. The refinery is interconnected to
the power plant by a pipeline and preconditions the fuel oil prior to delivery. Back-up fuel supply is provided
by HECO. . :

New Hampshire

Global owns 40% of Bridgewater, a 16 MW biomass-fired power plant located in New Hampshire. Prior
to August 2007, Bridgewater sold power to Public Service of New Hampshire under a long term PPA.
Bridgewater has entered into a three year contract with a third party to supply electricity and- renewable
energy credits (RECs) on an a unit contingent basis. The RECs will be qualified according to the Connecticut
Renewable Portfolio Standard. Bridgewater's fuel supply comes from a well-developed system -of local
SOUTCES, ' : L -

.Other

Global has reduced its international risk by opportunistically monetizing the majority of its international
investments. On December 18, 2007, Global announced that it intends to sell its investment in the SAESA
Group. The SAESA Group consists of four distribution companies, one transmission company and a
generation facility located in Chile. ‘ :

Global is also continuing.to explore options for its remaining international investments in ltaly,
Venezuela and India. These businesses had a total book asset value of approximately $120 million as of
December 31, 2007.

Market Price Environment

Global's projects in California, Hawaii and New Hampshire are fully contracted under long-term PPAs
with the public utilities or power procurers in those areas. Therefore, Global does not have price risk with
respect to the output of such assets, and generally, with respect to such assets, has limited risk with respect to
fuel prices. Global’s risks related to these projects are primarily operational in nature and have historically
been minimal.

Global’s generation business in Texas (PSEG Texas) is a merchant generation business with higher risks.
PSEG Texas competes in the Texas wholesale energy market administered by ERCOT. Wholesale electricity
prices in the ERCOT market generally move with the price of natural gas because marginal demand is
generally supplied by natural gas-fueled generation plants. Natural gas prices have increased significantly in
recent years, but historicatly the price has fluctuated due to the effects of weather, changes in industrial
demand and supply availability, and other economic and market factors. ERCOT is a bilateral market in
which generation plants run as their contractual commitments dictate with ERCOT further dispatching units
up or down to maintain system stability via the balancing energy market and through the deployment of
ancillary service capacity, which are bid price markets. In the balancing energy and ancillary service markets,
ERCOT will generally dispatch the lowest bids first unless local transmission congestion requires units to be
dispatched out of order. The price that all dispatched units receive is set by the last, or marginal bidder that is
dispatched. PSEG Texas’ generation assets are combined cycle gas-fired generation units, and generally have
lower variable costs than less efficient gas and oil-fired generation units. As a result, during on-peak periods,
the price of power in ERCOT is frequently set by generation units with higher variable costs than PSEG
Texas’ generation assets. Unlike the markets in which Power competes, ERCOT does not have a capacity
market, and as a result, all generators are compensated solely through energy revenues and revenues for
ancillary services, which are subject to substantial volatility as power prices fluctuatc. While Global’s business
in Texas performed well during 2006 and 2007 as higher natural gas prices resulted in higher energy prices,
there can be no assurances that such pricing in the market will continue at these levels.
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Competitive Environment

Although PSEG Texas’ generating stations operate very efficiently relative to other gas-fired generatmg
plants, new additions of generation capacity could make PSEG Texas’ plants less economical in the future A
number of competitors have announced plans to build additional coal- fired and gas-fired generation capacuy
in ERCOT. Although it is not clear if this capacity will be built or, if so, what the economic impact ,wﬂl be,

such additions could impact market prices and PSEG Texas’ competitiveness. i

Over the past several years, substantial amounts of additional wind generation capacity has been
constructed in ERCOT, particularly in western Texas, where PSEG Texas’ Odessa generation fac1llty is
located. At the end of 2007, ERCOT had approximately 4,000 MW of installed wind capacity. leen the
favorable wind conditions in western Texas, these wind generation facilities are able to produce power during
a substantial period of the year, resulting in an additional source of base load power in western Texas,
especially during off-peak seasons.

While numerous competitors have announced plans to build substantial amounts of new wind generation
capacity, an issue impacting the likelihood of these projects being built is the constrained amount of
transmission capacily between western Texas, where wind generation units are typically sited bul where
power demand is relatively low, and the rest of Texas. In an effort to address these transmission constraints,
the Public Utilities Commission of Texas (PUCT) has designated five Competitive Renewable Energy Zones
(CREZs) in western Texas and the Texas Panhandle. The PUCT has requested that ERCOT develop
transmission construction options within these CREZs that would allow for much greater levels of delivery of
wind power from western Texas (o customers throughout the ERCOT grid. Although it is not clear if these
efforts at transmission expansion will be successful or, if so, what the economic impact will be, it is possible
that substantial additional amounts of wind generation will be built in ERCOT as a result of such potential
~ transmission expansion, which could impact market prices and PSEG Texas’ competitiveness.

ERCOT’s upcoming transitions to nodal pricing from zonal pricing, currently targeted for December
2008, may impact the competitiveness of PSEG Texas™ generating plants. A nodal electricity market, such as
the PIM market, is a centrally organized, day-ahead and real-time market for wholesale power in which
generators are compensated based on their location in the system (i.¢. node). The 1mpIementat10n of the
nodal market design is expected to deliver improved price signals, improved dispatch efficiencies and direct
assignment of local congestion costs. PSEG is currently evaluating this change in market design and:cannot
predict the potential impact this change will have on’its Texas generation facilities.

: |

Customers

As discussed above. Global has ownership interests in electric generation facilities which sell energy,
capacity and ancillary services to numerous customers through PPAs, as well as into the wholesale market.

Resources

Resources has investments in energy-related financial transactions and manages a diversified portfolio of
assets, " including leveraged leases, operating leases, leveraged buyout’ funds, limited partnershibs and
marketable securities. Established in 1985, Resources has a portfolio of 47 separate investments. PSEG does
not anticipate that Resources will be making significant additional investments in the near term (See
Leveraged Lease Investments below). '
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The major components of Resources’ investment pOrtfoho as a percent of its total assets as of
December 31, 2007 were:

As of December 31, 2007

% of
Resources’
Amount  Total Assets
(Millions)
Leveraged Leases
Energy-Related :
Foreign.......ooooviiiiiiiiiin s e e $1,490 50%
TS £ ) L= 4 A AR AR 1,060 . ~ 35%
Real Estate—DOmESHC. 1 v\ eee e et e e ie ittt e a e st 188 6%
Commuter Rail Cars—Foreign. ........oooviiiiiiiiiii i 88 _ 3%
Total Leveraged Leases...............iiiiiiiiimianeiiieiiias ey 2,826 949,
Owned Property (real estate and aircraft) ............ ... 114 4%
Limited Partnerships, Other Investments & Current and Other Assets...... e 52 _ 2%
Total ReSOUICES” ASSEES ... vt ettt et e tie ittt s aaaeansn e baasnnanns $2.992 100%

As of December 31, 2007, no single investment represented more than 10% of Resources’ total assets.

Leveraged Lease Investments

Resources maintains a portfolio that is designed to provide a fixed rate of return. Income on leveraged
leases is recognized by a method which produces a constant rate of return on the outstanding investment in
the lease, net of the related deferred tax liability, in the years in which the net investment is positive. Any
gains or losses incurred as a result of a leasc termination are recorded as Operating Revenues as these events
occur in the ordinary course of business of managing the investment portfolio.

In a leveraged lease, the lessor acquires an asset by investing equity representing 15% to 20% of the cost
of the asset and incurring non-recourse lease debt for the balance. The lessor acquires economic and tax
ownership of the asset and then leases it to the lessee for a period of time no greater than 80% of its
remaining useful life. As the owner, the lessor is entitled to depreciate the asset under applicable federal and
state tax guidelines. The lessor receives income from lease payments made by the lessee during the term of
the lease and from tax benefits associated with interest and depreciation deductions with respect to the leased
property. The ability of Resources to realize these tax benefits is dependent on operating gains generated by
its affiliates and allocated pursuant to PSEG’s consolidated tax sharing agreement. The Internal Revenue
Service (IRS) has recently disallowed certain tax deductions claimed by Resources for certain of these leases.
See Note 12. Commitments and Contingent Liabilities for further discussion. Lease rental payments are
unconditional obligations of the lessee and are set at levels at least sufficient to service the non-recourse lease
debt. The lessor is also entitled to any residual value associated with the leased asset at the end of the lease
term. An evaluation of the after-tax cash flows to the lessor determines the return on the investment. Under
generally accepted accounting principles in the U.S. (GAAP), the lease investment is recorded on a net basis
and income is recognized as a constant return on the net unrecovered investment.

Resources has evaluated the lease investments it has made against specific risk factors. The assumed
residual value risk, if any, is analyzed and verified by third parties at the time an investment is made. Credit
risk is assessed and, in some cases, mitigated or eliminated through various structuring techniques, such as
defeasance mechanisms and letters of credit. As of December 31, 2007, the weighted average credit rating of
the lessees in the portfolio was A-/A3 by S&P and Moody’s, respectively. Resources has not taken currency
risk in its cross-border lease investments. Transactions have been structured with rental payments
denominated and payable in U.S. dollars. Resources, as a passive lessor or investor, has not taken operating
risk with respect to the assets it owns, so leveraged leases have been structured with the lessee having an
absolute obligation to make rental payments whether or not the related assets operate. The assets subject to
lease are an integral element in Resources’ overall security and collateral position. If the value of such assets
were to be impaired, the rate of return on a particular transaction could be affected. The operating
characteristics and the business environment in which the assets operate are, therefore, important and must
be understood and periodically evaluated. For this reason, Resources will retain, as necessary, experts 10
conduct appraisals on the assets it owns and lcases.
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For additional information on leases, including credit, tax and accounting risk’s related to certain lessees,
see Item 1A Risk Factors, Item 7. MD& A—Results of Operations—Energy Holdings, Item 7A. Qualitative
and Quantitative Disclosures About Market Risk—Credit Risk—Energy Holdings and Note 12
Commitments and Contingent Liabilities.

Employee Relations

As of December 31, 2007, Energy Holdings had 112 direct employees. In addition, Energy Holdings’
subsidiaries, other than the SAESA Group, had a total of 48 employees, 19 of which are represented by
unions under collective bargaining agreements that expire in June 2009. Energy Holdings believes that it
maintains satisfactory relationships with its employees,

Services |

Services is a New Jersey corporation’ with its principal executive offices at 80 Pirk Plaza; Newark, New
Jersey 07102. Services provides management and administrative and general services to PSEG and its
subsidiaries. These include accounting, trea%ury, financial risk- management, law, tax, communications,
planrning, development, human resources, corporate secretarial, information technology, investor relations,
stockholder services, real estate, insurance, library, records and information services, security and certain
other services. Services charges PSEG and its subsidiaries for the cost of work performed and services
provided pursuant to the terms and conditions of intercompany service agreements. As of December 31,
2007, Services had 1,138 employees, including 106 employees represented by, two union groups under six-year
collective bargaining agreements that were ratified in February 2005. Services believes that it maintains
satisfactory relatlonshlps with its employeces.

REGULATORY ISSUES

Federal Regulation
FERC ’
PSEG, Power and I;SE&G ' : ' : :

The FERC is an independent federal agency that regulates the transmission of electric energy and gas in
interstate commerce and the sale of clectric energy and gas at wholesale pursuant to the Federal Power Act
(FPA) and the Natural Gas Act, respectively, By virtue of its regulation of (a) interstate transmission and
{b) wholesale sales of electricity and gas, the FERC has exteasive ovcrsight over “public utilities” as defined
by the FPA. For example, FERC approval is usually required when a “public utility” company seeks to: sell
or acquire an asset that is regulated by the FERC (such as a transmission line or a generating statton); issue a
corporate guarantee or issue debt; charge a rate for a ‘wholesale sale under a contract or tariff; or engage in
certain mergers and internal corporaté reorganizations. Several PSEG subsidiaries, including PSE&G, Fossil,
Nuclear and ER&T as well as certain subsldmnes of Fossil and certam domcstlc subsidiaries of Energy
Holdmgs are “public utilities” as defined by the’ FPA.

The FERC also regulates gcncralmg facilities known as Qualifying Facilities (QFs) under the Public
Utility Regulatory Pelicy Act (PURPA). PSEG, through Global, owns several QF plants. QFs are subject to
many, but not all, of the same FERC requirements as public utilities such as PSE&G, Fossil, Nuclear and
ER&T.

To ensure that public utilities and QFs are complying with its rules and regulations with respect to
interstate transmission and wholesale energy sales, the FERC may impose civil penalties of up to $1 million
per day per violation. Penalties may be imposéd on FERC-regulated companies for any violation of a FERC
order, rule, regulation or FERC-approved Tariff. As such, all FERC-regulated companies, mcludmg PSEG
subsidiaries which are gither public utilities or QFs, are affected by FERC activity in the area of compliance
and all developments in this area may be material to the business of these regulated companies.




Regulation of Wholesale Sales—Generation/Market Issues

Market Power

Under FERC regulations, public utilities must receive FERC authorization to sell power in interstate
commerce. Public utilities may sell power at cost-based rates or may apply to the FERC for authority to sell
power at market-based rates (MBR). In order to obtain approval to sell power at MBR, the FERC must first
make a determination that the requesting company lacks market power in the relevant markets. Once this
determination is made, and MBR authority is granted, the public utility’s individual sales made under the
MBR authority are not reviewed or approved by the FERC but are reported to the FERC in quarterly
reports.

PSE&G, ER&T and certain subsidiaries of Fossil and Energy Holdings have applied for and received
MBR authority from the FERC. The FERC requires that holders of MBR tariffs file an update, on a
triennial basis, demonstrating that they continue to lack market power. Retention of MBR authority is
critical to the maintenance of Power’s revenues.

In 2007, the FERC issued new MBR rules that changed the way in which the FERC analyzes whether a
company possesses market power and that narrowed the relevant market(s) to be analyzed. For example, the
FERC will no longer look at all of PIM to examine whether a public utility operating in PIM possesses
market power but may instead look at sub-markets within PJM.

In January 2008, PSE&G and ER&T filed with the FERC their respective updated market power
reports as required by the FERC's new MBR rules. In addition, in this filing, Fossil and Nuclear, which
currently sell all of their power to ER&T under FERC-approved cost-based rates, have asked for the
authority to sell power at MBR. PSE&G, ER&T, Fossil and Nuclear have asserted in their MBR filing that
they either lack any generation market power or, if they do posess any market power, that market power is
being effectively mitigated. PSE&G, ER&T, Fossil and Nuclear have further asserted that, to the extent that
the FERC analyzes market power held in the small sub-market of Northern PSEG, PJIM mitigation rules
(including price capping for bids) eliminate the potential for the excrcise of market power in this sub-market.
This MBR filing is currently pending, and the outcome cannot be predicted.

PIJM’s wholesale markets depend upon PJM’s Market Monitoring Unit (MMU) being viewed as a well-
functioning and independent entity capable of effectively analyzing and addressing market power issues
within PJM and stepping in to impose mitigation measures when required. In 2007, various state commissions
and consumer groups filed a complaint at the FERC challenging the MMU’s independence by alleging that
PIM was interfering with the MMU’s operations. The FERC placed this matter on a fast track and ordered
settlement discussions between all interested parties, which resulted in a settlement that was filed with the
FERC in December 2007. Under the settlement, the MMU will be a stand-alone company, engaged by
contract (initial 6-year term) by PJM, with separate employees. This approach differs from the pre-existing
internal MMU model. This settlement is currently pending before FERC, '

Cost-Based RMR Agreements

The FERC has permitted public utility generation owners (such as Fossil and Power Connecticut) to
enter into RMR Agreements, These agreements provide cost-based compensation to a generation owner
when a unit proposed for retirement is asked to continue operating for reliability purposes. Fossil’s Sewaren
1,2, 3 and 4 and Hudson 1 generating stations are currently operating under an RMR Tariff in PJM. The
current term of the RMR agreement for Sewaren is through September 2008 and for Hudson Unit 1 is
through September 2010. For additional information, see Note 12. Commitments and Contingent Liabilities.

In the NEPOOL, many owners of generation facilities have also filed with the FERC for RMR
treatment. Power Connecticut currently collects FERC-approved monthly payments for thc Bridgeport
Harbor Station, Unit 2 and the New Haven Harbor Station, respectively. Both RMR agreements are
scheduled to end in June 2010. '

Receipt of RMR treatment f{or both the Fossil units and the Power Connecticut units has enabled these
units to continue to operate and has had a positive effect on revenues for Power. Various parties, however,
have challenged in court the continuation of RMR payments in New England, and thus, there is risk that
such payments may be terminated by court or FERC order prior to the end of the terms of the RMR
contracts.
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Organized Wholesale Energy Markers Notice of Proposed Rulemaking (NOPR)

On February 21, 2008, FERC issued a NOPR with respect to competition in the organized wholesale
energy markets. This NOPR seeks to address issues with respect to demand response, long-term energy
contracts, MMUs and the responsiveness of RTOs and 1SOs to customers and other stakeholders. PSEG is
unable to predict the outcome of the NOPR process.

The Cross Hudson Project

Power is currently contemplating whether or not to disconnect its existing Bergen 2 generation station
from the PIM grid and connect the station to the NYISO transmission grid via a direct generator lead which
will be constructed by a third party. On January 17, 2008, Power and the third party filed a request for a
declaratory order at FERC seeking clarification from FERC on the status and use of the proposed generator
lead. Power and the third party requested that FERC make a determination that it will not order the
generator lead to be reconnected to the PIM system, that Power’s use of the generator lead will not be
displaced by another party and the negotiated economic terms for the use of the generator lead are
appropriate under the Federal Power Act. A number of parties, including.the BPU and the New Jersey
Division of Ratepayer Advocate, have filed protests in the FERC declaratory order proceeding apposing the
proposed disconnection of Bergen 2 from the PJM grid.

On December 20, 2007, Power submitted a bid to the New York Power Authority’s (NYPA) to supply
power directly to New York City. In the event Power is successful in its bid, Power would disconnect its
existing Bergen 2 generation station from the PIM grid in summer 2011 and connect the station to the
NYISO transmission grid via the direct generator lead to be constructed.

Power has been working with PJM to ensure that the disconnection of Bergen 2 would not adversely
impact reliability of the PIM system. Based on discussions to date with PIM, it appears that reliability could
be maintained through a combination of new generation, continued operation of generation that was
scheduled to retire and the construction of transmission upgrades. In the event that reliability cannot be
adequately addressed. Power will not proceed with the disconnection of Bergen 2 from the PIM system.

Capacity Market Issues

In early 2006, certain interested market participants in New England agreed to a settlement that
establishes the design of the region’s market for installed capacity and which will be implemented gradually
over four years. Commencing in December 2006, all generators in New England began receiving fixed
capacity payments that escalate gradually over the transition period. RMR contracts, such as Power’s,
continue to be effective until the implementation of the new market design in 2010. The market design
consists of a forward-looking auction for installed capacity that is intended to recognize the locational value
of generators on the system and contains incentive, mechanisms to encourage generator availability during
generation shortages. RPM is a locational installed capacity market design for the PIM region, including a
forward auction for installed capacity. Under RPM, generators located in constrained areas within PIM are
paid more for their capacity so that they are incented to locate in those areas where generation capacity is
most needed. Both PJM’s RPM and New England’s FCM have been challenged in court. Capacity market
rules in both PJM and in New England may change in the future.

FERC Transmission Regulation

PIM Transmission Rate Design’

In 2007, the FERC addressed the issue of how transmission rates, paid by PIM transmission customers
such as ER&T and ultimately paid by PSE&G’s retail customers, should be designed in PJM. Under PIM’s
pre-existing rate design, transmission customers paid rates within the particular transmission zone in which
they took service (zonal rate design). Many parties argued to the FERC, however, that rates should be paid
on a “postage stamp” basis—i.e. all customers within PJM pay the same transmission rate, regardless of the
distance of the transaction. The FERC ultimately decided to apply both rate design methodologies. The cost
of new high voltage (500 kV and above) transmission facilities in PJM will be socialized and paid for by ail
transmission customers. For all existing facilities, costs will be allocated using the pre-existing zonal rate
design. For new lower voltage transmission facilities, costs will be allocated using the “beneficiary pays”
approach, as discussed below. This FERC decision has receatly been upheld on rehearing but has been
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chalienged by American Electric Power Company and the lilinois Commerce Commission. PSEG believes
that FERC’s decision is beneficial to PSE&G’s customers and to Power as representing a fair allocation of
costs for transmission expansions in PJM.

Transmission Rates and Cost Allocation

In 2007, PJM and its members reached a settiement regarding how to allocate costs for new lower
voltage (below 500 kilovolts (kV)) transmission expansion. Specifically, PJM will use a “beneficiary pays”
methodology, identifying the beneficiaries of a particular expansion and allocating costs to those
beneficiaries. Power and PSE&G supported this settlement as properly allocating costs for such facilities
and ensuring that only the correct amounts of costs are allocated to ratepayers. The settlement is currently
pending approval by the FERC.

PIM Economic Transmission Construction Rules

PIJM has proposed significant changes to the rules establishing how economic transmission gets built
within PJM. Economic transmission is transmission that is being built not to address a reliability problem, but
instead to reduce economic congestion on the system, as congestion can result in higher electricity prices paid
by consumers located within congested areas. PIM proposes to forecast congestion levels well into the future
and to use these forecasts as the basis for determining the benefits of an economic transmission project. .
Moreover, PIM’s proposal permits economic transmission that is rate-based (i.e. transmission that is funded
by a company’s ratepayers and for which the company itself is not at financial risk) to be constructed as a
first resort, rather than permit market solutions (transmission, generation and/or demand response) to first
come forward to address congestion issues as is currently permitted in the New York Independent System
Operator (NYISO).

Power and PSE&G have actively participated in the FERC proceeding that is still considering the
specifics of PJM’s economic transmission proposal. In this proceeding, Power and PSE&G have
recommended the implementation of a voting mechanism that will permit the identified beneficiaries of
an economic transmission project to vote on the merits of a particular economic transmission project and to
decide whether it gets built.

Transmission Expansion

In June 2007, PSE&G endorsed the construction of three new 500 kV transmission lines intended to
significantly improve the reliability of the electrical grid serving New Jersey customers. Also in June 2007,
PIM approved construction of one of the proposed lines (Susquehanna-Roseland line)} and construction
responsibility was ultimately assigned to PSE&G and Pennsylvania Power and Light (PPL) for their
respective service territories. The estimated cost of PSE&G’s portion of this construction project is between
$600 million and $650 million, and the line currently has an expected in-service date of 2012. The two other
lines which PSE&G has endorsed have not yet been submitted to PJM for approval.

At the end of 2007, PSE&G and PPL jointly filed with the FERC to obtain incentive rate treatment for
the Susquehanna-Roseland line in the form of a 150 basis point adder to return on equity. In addition,
PSE&G has filed with the FERC to classify as transmission (rather than distribution) certain separate 69 kV
facilities that PSE&G will construct. .

Construction of the Susquehanna-Roseland line and the other transmission projects that have been
endorsed by PSE&G is contingent upon obtaining all necessary landowner, municipal and state permits and
approvals. '

DOE Congestion Study

In early 2007, the DOE issued a National Electric Transmission Congestion Study {Congestion Study),
as directed by Congress. This Congestion Study identified two areas in the U.S. as critical congestion areas;
one of the areas is the region between New York and Washington, D.C and encompassing all of New Jersey.
The DOE has the ability to designate transmission corridors in these critical congestion areas, which then
gives the FERC the ability to site transmission projects within thesc corridors should the relevant state(s) fail
to act in a timely manner.
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In October 2007, the DOE acted to designate transmission corridors within these critical cohgestion
areas. One of the corridors designated, for a twelve year period, is the Mid-Atlantic Area National Corndor
This corridor designation covers most of the PJM territory. The DOE report is subject to rehearmg and is
being challenged in court; thus the final outcome of this proceeding cannot be predicted. Should the Mid-
Atlantic Area corridor designation remain intact, entities seeking to build transmission within its geographic
scope, which includes New Jersey, most of Pennsylvania and New York, will be able to use the FERC’s back-
stop eminent domain authority in the future, if necessary to site transmission. :

Compliance ' ’ : : .

Reiiability Standards

One of the FERC’s major new tasks in the compliance area is to ensure compliance with réliability
standards developed by the North American Electric Reliability Corporation (NERC) and approved by the
FERC. Congress has required the FERC to put in place, through NERC, national and regional r¢liability
standards to ensure the reliability of the U.S. electric transmission system and to prevent major system black-
outs. The NERC has developed, and the FERC has approved, many reliability standards, compliafice with
which is mandatory by all those entities (including transmission owners, generation owners and -generation
operators) that'have the ability to impact upon the:reliability of the bulk of the electric transmmsnon system.
. Since these standards are applicable to transmission owners and generation owners and operators, PSEG,
PSE&G, Power and Energy Holdings (or their subsidiaries) are obligated to comply with the standards and
to ensure continuing compliance. In 2008, PSE&G will be audited by ReliabilityFirst Corporation, a regional
arm of NERC; for NERC Reliability Standards compliance. Also in 2008, Energy Holdings’ Texas generating
plants will be audited for NERC Reliability Standards compliance by the Texas Regional Entity. The FERC
has the ability to impose penalties of up to $1 million per day per violation for any violations of NERC
Reliability Standards. i

i
i
1

FERC Standards of Conduct

The FERC is currently re-examining its Standards of Conduct rules. These rules govern the relationship
between a transmission provider (a public utility that owns, operates or controls transmission facilities) and
its energy affiliates (affiliated public utilities that engage in wholesale sales of electricity or gas). The rules
are intended to ensure that there is a level playing field in the competitive wholesale market by preventing a
transmission provider from, among other things, providing non-public information about the transmission
system that would benefit the energy affiliates at the expense of unaffiliated wholesale market participants.
PSE&G is currently subject to the FERC’s Standards of Conduct as a transmission provider and subsidiaries
of Power and Energy Holdings are subject ‘to the Standards of ‘Conduct as energy affiliates. Thus, any
changes by ‘the FERC to the existing Standards of Conduct may 1mpact the mteractlons between these
compamcs : ' j

] '

NRC ) o !
PSEG and Power ' - v

Nuclear’s operation of nuclear generating facilities is subject to comprehensive regulation by the NRC, a
federal agency established to regulate nuclear activities to ensure protection of public health and safety, as
well as the security and protection of the environment. Such regulation involves testing, evaluatlon and
modification of all aspects of plant operation in light of NRC safety and environmental reqmrements
Continuous demonstration to the NRC that plant operations meet requirements is also necessary. The NRC
has the uitimate authority to determine whether any nuclear generating unit may operate. Power anuclpates
filing for extensions of operating licenses for the Salem and Hope Creek facilities in 2009. The current
operating licenses of Power’s nuclear facilities expire in the years shown below: -

v
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Facility Year

Al b i e e 2016
Salem 2 e e © 2020
Hope Creek ... 2026
Peach BOttOm 2 ..o oo cieea e aes 2033
Peach Bottom 3 .. ... ... .. i 2034

Power is expected to add approximately 125 MW of additional generating capacity at Hope Creek with
Phase 11 of its turbine replacement expected to be completed along with the Extended Power Uprate in the
second quarter of 2008 upon receipt of NRC approval. :

Additional NRC Oversight

Power has been advised by the NRC that Salem Unit 1 will be subject to additional oversight. The
additional NRC oversight is due to a negative change in the performance indicator related to the plant’s
diesel back-up power system. In December 2007, one of Salem 1’s emergency diesel generators failed to start
during NRC testing. This test failure, combined with another instance earlier in the year in which another of
the unit’s diesel generators failed to start and a third failure in 2005 in which an emergency diesel generator
failed to run led to the NRC’s action to downgrade the indicator. The change will result in a corresponding
increase in the NRC’s inspection and assessment oversight at Salem Unit 1. This increased oversight will
include a supplemental inspection to provide assurance that the problem has been adequately” addressed.
Although no assurances can be given, Power believes it has satisfactorily corrected the condition and expects
to be returned to a normal oversight level by the end of the first quarter of 2008. )

PSE&G

Investment Tax Credits (ITC)

As of June 1999, the IRS had issued several private letter rulings (PLRs) that concluded that the
refunding of excess deferred tax and ITC balances to utility customers was permitted only over the related
assets’ regulatory lives, which for PSE&G, were terminated upon New Jersey’s electric industry deregulation.
Based on this fact, in 1999, PSEG and PSE&G reversed the deferred tax and ITC liability relating to
PSE&G’s generation assets that were transferred to Power, and recorded a $235 million reduction of the
extraordinary charge due to the restructuring of the utility industry in New Jersey. Subsequently, PSE&G
was directed by the BPU to seek a PLR from the IRS to determine if the ITC included in the impairment
write-down of generation assets could be credited to customers without violating the tax normalization rules
of the Internal Revenue Code. PSE&G filed a PLR request with the IRS in 2002,

On May 11, 2006, the IRS issued a PLR to PSE&G, which concluded that none of the generation ITC
could be passed to utility customers without violating the normalization rules. While the holding in the PLR
is favorable for PSE&G, an outstanding Treasury regulation project could overturn the holding in the PLR if
the Treasury were to alter a position set out in certain proposed regulations issued on December 21, 2005.
PSEG and PSE&G cannot predict the final -outcome of this matter.

State Regulation
New Jersey

PSEG, Power and PSE&G

The BPU is the regulatory authority that oversees electric and natural gas distribution companies in New
Jersey. PSE&G is subject to comprehensive regulation by the BPU including, among other matters,
regulation of retail electric and gas distribution rates and service and the issuance and sale of securities.
PSE&G’s ownership of certain transmission facilities in Pennsylvania is subject to regulation by the
Pennsylvania Public Utility Commission (PAPUC), which oversees retail electric and natural gas service in
Pennsylvania. Power and PSE&G are also subject to rules and regulations of the NJDEP and the New Jersey
Department of Transportation.

As discussed below, various Power subsidiaries and Energy Holdings subsidiaries are subject to some
state regulation in other individual states where they operate facilities, including New York, Pennsylvania,
Connecticut, Texas, California, Hawaii and New Hampshire. )
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Rates .

Electric and Gas Base Rates

PSE&G must file electric and gas base rate cases with the BPU in order to change base rates. The BPU
also has authority to seek to adjust rates downward if it believes the rates are no longer just and reasonable,
A settlement agreement was approved in November 2006 authorizing the partial elimination of a raté credit
established in the Electric Base Rate Case approved in July 2003. This settlement resulted in an increase in
electric distribution revenues of $47 million at then current sales volumes. PSE&G also settled its pending
gas base rate case at that same time, resulting in an increase in gas distribution revenues of $40 million
annually at then current sales volumes. In addition, gas book depreciation expense was reduced by $26
million annually, and gas accumulated cost of removal amortization was reduced by $13 million annually for
five years. The November 2006 settlements, for both electric and gas, provided that PSE&G not seek new
base rates to be effective prior to November 15, 2009. PSE&G also must file a joint electric and gas petition
for any future base rate increases.

Rate Adjustment Clauses

In addition to base rate determinations, PSE&G may recover certain costs from customers pursuant to
mechanisms, known as clauses. These permit, at set intervals, the flow through of costs to customers related
to specific programs, outside the context of base rate case proceedings. Recovery of these costs are subject to
BPU approval. Costs associated with these programs are deferred when incurred and amortized to expense
when recovered in revenues. Delays in the pass-through of costs under these clauses can result in significant
changes in cash flow. Two of PSE&G'’s primary clauses are detaited in the following table:

A ’ (Over) Under
Recovered

Balance as of
December 31,

Rate Clause . 2007 Revenue 2007 |
. . ' ~ (Millions)

Ehergy Efficiency and Renewable Energy ..................... e $183 - 33
Remediation Adjustment Clause (RAC)........ L 33 102
Universal Service Fund (USF) ... ... i it 137 33
Social PrOgrams. .......oouiieunie et e aeans _ 29 19
Total Societal Benefits Clause (SBC)...............coviiiiiinnn 382 151 -
Non-Utility Generation Clause (NGC). ..., 54 9
Total ClauSes. . ....cuueiin ettt e aa e eaeeeenn, - $436 $160

SBC—The SBC is a mechanism designed to insure recovery of costs associated with activities required to

. be accomplished to achieve specific government mandated public policy determinations. The programs
that are covered by the SBC (gas and electric) are energy efficiency and renewable energy programs,
Manufactured Gas Plant RAC and the USF. In addition, the electric SBC includes a Social Programs
component. All components include interest on both over and under recoveries.

NGC—The NGC recovers the above market costs associated with the long-term contracts with non-
utility generators approved by the BPU. The BPU transferred the remaining balance from the former
Market Transition Charge (MTC) to the NGC in March 2007. The MTC was formerly part of the
Electric SBC. The 2007 Revenue above includes the MTC collections through March. .

" Pending Rate Adjustmeuts

PSE&G filed for revisions to the energy efficiency and renewable energy programs, the NGC and Social
Program recoveries in May 2007. The current request, as updated, proposes annual revenues of $141 million,
$112 million and $58 million, respectively. A decision is expected by July 2008.

On December 14, 2007, PSE& G submitted its RAC-15 filing to the BPU seeking recovery of $36 million
of RAC program costs-incurred during the period August 1, 2006 through July 31, 2007. The expenditures in
each RAC period are recovered over seven years. If approved as requested, the annual RAC revenues will
decrease to approximately $14 million annually.
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Recent Rate Adjustments

The current USF rates were approved by the BPU in October 2007 at an annual level of $103 million.

Energy Supply
BGS

New Jersey’s EDCs, including PSE&G, provide two types of BGS, BGS-FP and BGS-CIEP. BGS is the
default electric supply service for customers who do not choose a TPS for electric supply requirements. BGS-
FP provides default supply service for smaller industrial and commercial customers and residential customers
al seasonally-adjusted fixed prices for a three-year term. BGS-FP rates change annually on June 1, and are
based on the average BGS price obtained at auctions in the current year and two prior years. BGS-CIEP
provides supply for larger customers at hourly PIM real-time market prices for a term of 12 months. BGS-FP
and BGS-CIEP represent approximately 82% and 18%, respectively, of PSE&G’s BGS-eligible load.

All of New lJersey's EDCs jointly procure the supply to meet their BGS obligations through two
concurrent auctions authorized by the BPU for New Jersey’s total BGS requirement. These auctions take
place annually in February. Results of these auctions determine which cnergy. suppliers are authorized to
supply BGS to New Jersey’s EDCs. Certain conditions are required to participate in these auctions. Energy
suppliers must agree o execute the BGS Master Service Agreement, provide required security within three
days of BPU certification of auction results and satisfy certain creditworthiness requirements. PSE&G earns
no margin on the provision of BGS.

Thrbugh the BGS auctions, PSE&G has contracted for its anticipated BGS-Fixed Price load, as follows:

Auction Year

. 2005 2006 2007 2008
36 Month Terms Ending......................... May 2008 May 2009 May 2010 May 2011(a)
Load (MW} ..o 2,840 2,882 2,758 2,840
$per kWh. .o . 3006541 $0.10251 $0.09888 $0.1115

{a) Prices set in the February 2008 BGS Auction are effective on June 1, 2008 when the agreements for-the
36-month (May 2008) supply agreements expire.

For additional information, see Note 5. Regulatory Matters and Note 12. Commitments and Contingent
Liabilities. ' '

BGSS

BGSS is the mechanism approved by the BPU designed to recover all gas costs related to the supply for
residential customers. BGSS filings are made annually by June 1 of each year, with an effective date of
October 1. Revenues are matched with costs using deferred accounting, with the goal of achieving a zero
cumulative balance by September 30 of each year. In addition PSE&G has the ability to put in place two self-
implementing BGSS increases on December 1 and February 1 of up to 5% and also may reduce the BGSS
rate at any time.

PSE&G has a full requirements contract through 2012 with Power to meet the supply requirements of
PSE&G’s default service gas customers. Power charges PSE&G for gas commodity costs which PSE&G
recovers from its customers. Any diffcrence between rates charged by Power under the BGSS contract and
rates charged 1o PSE&G’s residential customers are deferred and collected or refunded through adjustments
in {uture rates. PSE&G earns no margin on the provision of BGSS. © . :

There were no changes to the BGSS rate in 2007. In June 2007, PSE&G requested an increase in annual
BGSS revenues of $39 million. excluding Sales and Use Tax, to be effective Qctober 1, 2007. However, as a
result of lower forward gas prices after the filing, the parties to the proceeding agreed that the requested
increase was not necessary. The current BGSS rate will remain in effect and is considered final. A Stipulation
including final terms has been executed and BPU approval is expected shortly.
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Energy Policy

New Jersey Energy Master Plan (EMP)

The Governor of New Jersey has directed the BPU, in partnership with other New Jersey agencies, to
develop an EMP. State law in New Jersey requires that an EMP be developed every three years, the purpose
of which is to ensure safe, secure and reasonably-priced energy supply, foster economic growth and
development and protect the environment. In the Governor’s directive regarding the EMP, the Governor
established three specific goals:

« reduce the state’s projected energy use by 20% by the year 2020;
e supply 20% of the state’s electricity needs with certain renewable energy sources by 2020; and

 emphasize energy efficiency, conservation and renewable energy resources to meet future increases in
New Jersey electric demand without increasing New Jersey’s reliance on non-renewable resources.

In November 2006, PSE&G submitted a number of strategies designed to improve efficiencies in
customer use and increase the level of renewable generation and has been actively involved in the broad-
based constituent working groups created to develop these strategies. In September 2007, the BPU held a
stakeholder meeting on energy efficiency issues, and PSE&G submitted comments advocating a strong role
for gas and electric utilities in meeting the state’s energy efficiency goals. We expect the state to release a
draft EMP in the second quarter of 2008, and a final plan'is expected to be completed later in 2008.
Generally, implementation of new or revised energy policy put forth in the EMP will require further
regulatory or legislative actions, PSE&G has stated its desire to be a partner to the state in achieving the
above-stated goals of the EMP. During 2007, to this end, PSE&G has proposed several programs in filings
with the BPU, described below. Each of these pilot programs addresses a different component of the EMP
goals, but all are aimed at demonstrating PSE&G’s capabilities as a partner to the State of New Jersey.
PSEG, Power and PSE&G cannot predict the contents of the EMP and its impacts.

Solar Initiative

On April 19, 2007, PSE&G filed a plan with the BPU designed to spur investment in solar power in New
Jersey and meet energy goals under the EMP. Under the plan, PSE&G would invest approximately $100
million over two years following BPU approval of the plan in a pilot program to help finance the installation
of solar systems throughout its service area. PSE&G would loan money to customers in its electric service
territory for the installation of solar photovoltaic systems on the customers’ premises. The borrowers would
repay the loans over a period of either 10 years (for residential customer loans) or 15 years (for all other
loans) by providing PSE&G with solar renewable energy certificates (SRECs). Borrowers would also have
the option to repay the loans with cash. PSE&G’s proposal is conditioned on it being allowed to earn a fair
return on and of its investment, and recover its administrative costs to implement the program, through its
regulated rates.

If approved by the BPU, the program could begin in early 2008 and support 30 MW of solar power in
the following two years, fulfilling approximately 50% of the BPU’s Renewal Portfolio Standard requirements
in PSE&G’s service area for energy years 2009 and 2010. On July 12, 2007, the BPU established a schedule
for consideration of this proposal. PSE&G has held a series of stakeholder meetings to discuss program
details with interested parties. Settlement discussions are ongoing, with a BPU decision expected in early
2008. No assurances can be given that PSE&G’s initiatives will be approved.

Advanced Metering Infrastructure Technologies

On December 11, 2007, PSE&G filed a petition with the BPU requesting expedited approval to deploy
and test Advanced Metering Infrastructure technologies, to enable customers to monitor energy use,
conserve energy. reduce costs during peak periods and reduce ‘CO, emissions that contribute to global
climate change. If approved, PSE&G will install 32,500 advanced meters in customers’ homes and businesses
and begin transmitting customer data in the summer of 2008. '

Carbon Abatement Program

On December 6, 2007, PSE&G filed a petition with the BPU seeking expedited approval of a carbon
abatement pilot program designed to curb energy consumption, resulting in lower customer bills and a
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meaningful reduction in CO, emissions. The proposal, if approved, would enable PSE&G to determine the
best way to implement broader initiatives to reach the State’s aggressive carbon reduction goals. If the
program is approved, PSE&G will commit up to $5 million to fund the carbon abatement programs. For
additional information on CO; emissions, see Environmental Matters.

Governance

Public Urility Holding Company Act of 1935 (PUHCA) Repeal

[n 2005, the BPU .initiated a proceeding to consider whether additional ratepayer protections were
necessary in light of Congress’ repcal of PUHCA that year. The proceeding considered the BPU’s current
authority to protect utility ratepayers from risks associated with a utility being part of a holding company
structure. The BPU determined that additional protections were necessary and imposed a requirement that
(i) each New Jersey public utility and its holding company ensure that the aggregate assets of all nonutility
activities in the holding company system do not exceed 25% of the aggregate assets of the utility and utility-
related assets in the holding company system without first obtaining BPU consent, and (ii) the utility and its
parent holding company certify on an annual basis that this requirement is being satisfied. PSE&G and
PSEG currently satisfy these requirements and expect to continug to satisfy them based on the companies’
current business plans. However, constant monitoring will be required to cnsure that the regulation is
satisfied and to meet the annual certification requirement.

The BPU is currently developing new regulations that would increase the BPU’s access to books and
records, impose restrictions on service agreements between utilities and their affiliated service companies and
impose additional requirements on utility board of director composition, utility participation in money pools
and additional reporting obligations. It is expected that new regulations will be proposed as part of a public
rulemaking process during 2008. PSEG and PSE&G are not able to predict the outcome of such rulemaking
process.

Compliance

The BPU has statutory authority to conduct periodic audits of PSE&G’s operations and its compliance
with applicable affiliate rules and competition standards. The BPU has retained consultants to conduct
periodic combined management/competitive service audits of New Jersey utilities which PSE&G expects to
oceur later in 2008. While PSE&G believes that its operations are in compliance with the BPU’s affiliate
standards and compelitive service rules, it cannot predict the outcome of this process. '

Gas Purchasing Strategies Audit

.

In 2007, the BPU engaged a contractor to perform an analysis of the gas purchasing practices and
hedging strategies of the four New Jersey gas distribution companies, including PSE&G. The primary focus
was to examine and compare the financial and physical hedging policies and practices of each company and
to provide recommendations for improvements to these policies and practices. Qver the past few months, the
audit has proceeded with discovery and the conducting of interviews. The goat of the consultants is to issue a
report of major recommendations during the first quarter of 2008. PSE&G cannot predict the outcome of this
process.

Deferral Audit

The BPU Energy and Audit Division conducts audits of deferred balances. A draft Deferral Audit—
Phase 1l report relating to the 12-month period ended July 31, 2003 was released by the consultant to the
BPU in April 2005. The draft report addressed the SBC, MTC and Non-Utility Generation (NUG) deferred
balances and took no issue with respect to the reconciliation method PSE&G employed in calculating the
overrecovery of its MTC and other charges during the Phase 1 and Phase I four-year transition period. The
draft report did include the comments of. BPU staff as to the reconciliation method. For additional
information regarding PSE&G’s Deferral Audit, see Note 12. Commitments and Contingent Liabilities.
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RAC Audit

On February 4, 2008, the BPU’s Division of Audité commenced a review of the RAC program for the
RAC 12, 13 and 14 periods encompassing August 1, 2003 through July 31, 2006. Total RAC costs associated
with this period were $83 million.

Texas

PSEG Texas is a merchant generation business that participates, through its subsidiaries, Odessa-Ector
Power Partners, L.P. (Odessa) and Guadalupe Power Pariners, LP (Guadalupe), in the Texas wholesale
energy market administered by ERCOT. Under the regulation of the Public Utility Commission of Texas,
ERCOT performs three main roles in managing the electric power grid and marketplace: ensuring that the
grid can accommodate scheduled energy transfers, ensuring grid reliability, and overseeing retail transactions.
While neither PSEG Texas, Odessa nor Guadalupe are public utilities subject to the jurisdiction of the
FERC, they are subject to FERC jurisdiction for purposes of complying with NERC’s Reliability Standards
(see discussion in Federal Regulation—Compliance—Reliability Standards).

SEGMENT INFORMATION

Financial information with respect to the business segments of PSEG, Power and PSE&G is set forth in
Note 18. Financial Information by Business Segment.

ENVIRONMENTAL MATTERS
PSEG, Power and PSE&G

PSEG’s operations are subject to environmental regulation by federal, regional, state and local
authorities. For both domestic and foreign operations, areas of regulation may include air guality, water
quality, site remediation, land use, waste disposal, aesthetics, impact on global climate and other matters.
These environmental laws and regulations impact the manner in which PSEG’s operations currently are
conducted as well as to impose costs on PSEG to address the environmental impacts of its historic operations
that may have been in full compliance with the laws at the time those operations were conducted. |

To the extent that environmental requirements are more stringent and compliance more costly in certain
domestic states where PSEG operates compared to other states that are part of the same market, such rules
may impact its ability to compete within that market. Due to evolving environmental rcgu]atlons it s
difficult to project expected costs of compliance and its impact on competition. For additional information
related to environmental matters, see ltem 1A. Risk Factors and ltem 3. Legal Proceedings.

Global Climate Change

Recent scientific studies have found that human activitics are responsible for increases in global warming
trends. Fossil fuel-fired electric generating stations have been identified in such studies as a major source of
air emissions that contribute to global warming. PSEG continues to strive to reduce its “carbon footprint” by
developing renewables, promoting conservation and increasing carbon-free nuclear power. A federal program
that would impose uniform requirements on all sources of greenhouse gas emissions has not been
implemented, thereby allowing for state and regional programs that may establish reqmrcments that impose
different costs in different markets in which PSEG competes.

Multiple states, primarily in the Northeastern U.S., are developing state-specific or regional legislative
initiatives to stimulate CO, emission reductions in the electric power industry. New York initiated the
Regional Greenhouse Gas Initiative (RGGI) in April 2003. In RGGI, ten Northeastern states, including New
Jersey, have signed a memorandum of understanding (MOU) intended to cap and reduce CQ, emissions
from the electric power sector in the RGGI region. A model rule contemplates the creation of a CQO;
allowance allocation and/or auction whereby CO; generators in the electric power industry would be
expected to receive through allocation, or purchase through an auction, CO; allowances in an amount
corresponding to each facility’s emissions. A final model rule was issued on August 15, 2006 that includes
MOU commitments and makes recommendations for states to move forward.

In July 2007, New Jersey adopted the Global Warming Response Act (GWRA), which sets goals for the
reduction of greenhouse gas emissions in New Jersey. The GWRA specifically calls for stabilizing greenhouse
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gas emissions to 1990 levels by 2020, followed by a further reduction of greenhouse emissions to 80% below
2006 levels by 2050. These provisions codify an Executive Order that the Governor signed in February. To
reach this goal, the NIDEP, the BPU, other state agencies and stakeholders are required to evaluate methods
to meet and exceed the cmission reduction targels, taking into account their economic benefits and costs.

In January 2008, additional lcgislation was enacted in New Jersey related to the reduction of greenhouse
gas emissions. The legislation authorized the NJDEP to sell. exchange, retire, assign, allocate or auction
allowances from greenhouse gas emission reductions and set forth the procedural requirements to be
followed by the NJDEP if allowances are to be conveyed using an auction. Proceeds raised from the auction
will be deposited in the Global Warming Solutions Fund and will be used to provide grants and other forms
of assistance for the purpose of energy cfficiency. renewable encrgy, new high efficiency generation, 1o
stimulate or reward investment in the development of innovative CO, reduction or avoidance technologies
and stewardship of New lJersey's forcsts and tidal marshes. The law also authorizes the participation of
regulated public utilities in renewable energy, conservation and energy efficiency activitics. The law
specifically enables the BPU to allow an electric or gas public utility to offer programs for energy efficiency,
conservation and Class 1 Renewables and to recover associated costs, as well as a return on and of
investment, in rates. The law requires the BPU to issue an order within 120 days following enactment that
allows public utilities to offer energy efficiency and conservation programs, to invest in Class | renewable
energy resources, and (o offer Class | renewable energy programs in their respective service territorics on a
regulated basis. This order will be reflected in rules and regulations to be adopted subsequently by the BPU.

The law further provides that the, BPU shall adopt an emissions portfolio standard or other regulatory
mechanism, to mitigate “leakage” by July 1, 2009, unless the state’s Attorney General determines that this
will unconstitutionally burden interstate commcree or would be preempted by federal law. This would benefit
Power’s generating facilities as it would reduce or eliminate the competitive advantage that facilities outside
the RGG! region would otherwise have by operating without the added costs for reducing CO, emissions.
Leakage occurs when CO, emissions or other air pollutants from power plants outside of the RGGI region
increase as a result of reduced operation of plants within the RGGI region, thereby undermining the
emissions cap and worsening air quality. Absent the implementation of any mitigation mechanisms, the
operations of plants within the RGGI region would be reduced since the added costs to reduce CO,
emissions would increase operating costs making the less expensive facilities outside the RGGI region more
likely to be dispatched.

PSEG supported the legislation to reduce CO, emissions and intends to work with the New Jerscy
agencics and other stakeholders in developing the methods to achieve the greenhouse gas reduction goals.
The new legislation also authorizes the BPU 1o require the disclosure on customer bills of the environmental
characteristics of the delivered encrgy, to develop an interim rencwable energy porifolio standard, a
requirement for net metering, and electric and gas energy efficiency portfolio standards.

The outcome of globat climate change initiatives cannot be determined at this time; however, adoption
of stringent CO, emissions reduction requirements in the Northeast, including the potential allocation of
allowances to PSEG’s facilities and the prices of allowances available through auction, could matcrially
impact the operation of Power’s fossil fuel-fired electric generating units. The financial impact of a
requirement to purchase allowances for emissions of CO; would be greatest on coal-fired generating units
because they typically have the highest CO, emission rate and thereby the need (o purchase the most
allowances. Gas-fired units would require fewer CO, allowances and nuclear units would not need CO,
allowances, consisient with their emissions profiles.

Air Pollution Conrtrol

The Federal Clean Air Act (CAA) and its implementing regulations require controls of emissions from
sources of air pollution and also imposc record keeping, reporting and permit requirements. Facilitics in the
U.S. that Power and Encrgy Holdings operate or in which they have an ownership interest are subject to
these federal requirements, as well as requirements established under state and local air pollution laws
applicable where those facilitics arc located. Capital costs of complying with air pollution control
requirements through 2010 are included in Power’s estimate of construction expenditures in Hem 7.
MD& A—Capital Requirements,
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Sulfur Dioxide (S;), Nitrogen Oxide (NO,) and Particulate Matter Emissions

To reduce emissions of SO, for acid rain prevention, the CAA sets a cap on total SO, emissions from
affected units and allocates SO, allowances (each allowance authorizes the emission of one ton of SO;) 1o
those units, Generation units with emissions greater than their allocations can obtain allowances from sources
that have excess allowances. At this time, Power does not expect to incur material expenditures to continue
complying with the acid rain SO, emissions program. The EPA has issued regulations (commonly known as
the NQ, State Implementation Plan Call} requiring 19 states in the eastern half of the U.S. and the District of
Colombia to reduce and cap NO, emissions from power plant and industriat sources. The NO, reduction
requirements are consistent with requirements already in place in New Jersey, New York, Connecticut and
Pennsylvania, and therefore have not had an additional impact on the capacity available from Power’s
facilities in those states. Power has been implementing measures to reduce NQ, emissions at severa[ of its
units in an effort to reduce the impact of any further increases to the costs of allowances.

In 1997, the EPA adopted a new air quality standard for fine particulate matter and a revised air quality
standard for ozone. In 2004, the EPA identified and designated areas of the U.S. that fail to meet the revised
federal health standard for ozone or the new federal health standard for fine particulates. States are expected
to develop regulatory measures necessary to achieve and maintain the health standards, which may require
reductions in NO, and SO, emissions. Additional NO, and SO; reductions also may be required 1o satisfy
requirements of an EPA rule protecting visibility in many of ithe nation’s Class 1 (pristine) environmental
areas. Most of Power’s fossil facilities would be affected by these initiatives.

In May 2003, the EPA published the final Clean Air Interstate Rule (CAIR) that identifies 28 states and
the District of Columbia as contributing significantly to the levels of fine particulates and/or eight-hour ozone
air quality in downwind states. New Jersey, New York, Pennsylvania, Texas and Connecticut are among the
states the EPA lists in the CAIR. Based on state obligations to address interstate transport of pollutants
under the CAA, the EPA has proposed a two-phased emission reduction program for NO, and SO,, with
Phase 1 beginning in 2009 (NO,) and 2010 ($O,) and Phase 2 beginning in 2015. The EPA is recommending
that the program be implemented through a cap-and-trade program, although states are not required to
proceed in this manner. '

Power is unable to determine whether any costs it may incur to comply with the above standards would
be material.

In 2007 the Ozone Transport Commission (OTC) signed an MOU to reduce NO, emissions from High
Electric Demand Day electric generation peaking units. The OTC is made up of 13 states in the Northeast
and the District of Columbia and was created to address a continuing Ozone non-attainment challenge in the
region. The states are in the process of developing regulations to meet emissions reductions identified in the
MOU. Although the costs expected to be incurred as a result of these regulations will likely be material,
compliance costs cannot be determined until the regulations are issued. Regulations are expected in the fqut
half of 2008.

]

Orther Air Polhutants

In March 2005, the EPA established a New Source Performance Standard limit for nickel emissions from
oil-fired electric generating units, and a cap-and-trade program for mercury emissions from coal-fired electric
generating units, with a first phase cap of 38 tons per year (tpy) in 2010 and a second phase cap of 15 tpy in
2018 (the “Clean Air Mercury Rule”). The United States Court of Appeals for the District of Columbia
Circuit issued a decision on February 8, 2008 rejecting EPA’s Clean Air Mercury Rule. As a result of this
decision, the EPA is required to develop emissions standards for mercury and nickel emissions that do not
rely on a cap-and-trade program. The full impact, if any, of this development is uncertain until the EPA
issues the new emissions standards. Compliance with the new mercury standards, however, is not expected to
have a material impact on Power’s operations in New Jersey and Connecticut given the stringent mercury
control requirements applicable in those states, as described below.

New Jersey and Connecticut have adopted standards for the reduction of emissions of mercury from
coal-fired electric generating units. The regulations in New Jersey require the units to meet certain ¢missions
limits or reduce emissions by 90% by December 15, 2007, unless a one-year extension is granted by NJIDEP.

Under the New Jersey regulations, companies that are parties to multi-pollutant reduction agreements
are permitted to postpone such reductions on half of their coal-fired electric generating capacity until
December 15, 2012. With respect to Power’s New Jersey facilities, hall of the reductions that were tequired
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by December 15, 2007 are expected to be achieved through the installation of carbon injection technology at
both Mercer Units, which was completed in January 2007. Because there is some uncertainty as to whether
the system can consistently achieve the required reductions, Power has applied for, and received from
NIDEP approval of a one-year extension through a facility-specific control plan that includes the installation
of baghouses at the Mercer Units in 2008. Installation is scheduled to be completed by the cnd of 2008. At its
Hudson plant, Power anticipates compliance consisting of the installation of a baghouse by the end of 2010.

The mercury control technologies are also part of Power’s multi-pollutant reduction agreement, which
resulted from the amended 2002 agreement that resolved issues arising out of the Prevention of Significant
Deterioration (PSD) and the New Source Review (NSR) air pollution control programs.

Mercury emissions control standards effective in July 2008 in Connecticut require coal-fired power plants
in Connecticut to achieve either an emissions limit or a 90% mercury removal efficiency through technology
installed to control mercury e emissions. Power anticipates compliance at its Bridgeport Harbor Station
resulting from the installation of new technology prior to July 2008.

In February 2007, Pennsylvania finalized its “state-specific” requirements to reduce mercury emissions
from coal-fired electric generating units. The Keystone and Conemaugh generating stations are positioned by
2010 to meet Phase I of the Pennsylvania mercury rule by benefiting from mercury reductions realized from
the installation of controls for compliance with the CAIR. Phase 2 of the mercury rule will be addressed after
a full evaluation of Phase 1 co-benefit reductions.

Some uncertainty exists regarding the feasibility of achicving the reductions in mercury emissions
required by the New Jersey regulations and Connecticut statute; however, the estimated costs of technology
believed to be capable of meeling these emissions limits at Power’s coal-fired units in Connecticut, New
Jersey and Pennsylvania have been incurred or are included’in Power’s capital expenditure forecast.

Mercer’s mercury control technology was installed prior to December 15, 2007, but is currently operating
under an NJDEP-approved Facility-Specific Mercury Control Plan that extends the deadline for compliance
to December 15, 2008, The United States Court of Appeals for the District of Columbia Circuit issued a
decision on February 8, 2008 rejecting the EPA’s regulations that removed coal and oil-fired electric
generating units from the list of facilities whose emissions of mercury and nickel would be regulated under
the more stringent requirements for hazardous air pollutants and rejecting the EPA’s regulations that
allowed for an emissions trading program for mercury emissions. As a result of this decision, the EPA is
required to develop emissions standards for mercury and nickel emissions. The full impact, if any, of this
development is uncertain until the EPA issues the new emissions standards. Compliance with the new
mercury standards, however, is not expected to have a material impact on Power’s operations in New Jersey
and Connecticut given the stringent mercury control requirements applicable in those states.

Water Pollution Control

The Federal Water Pollution Control Act (FWPCA) prohibits the discharge of pollutants to waters of
the U.S. from point sources, except pursuant to a National Pollutant Discharge Elimination System (NPDES)
permit issued by the EPA or by a state under a federally authorized state program. The FWPCA authorizes
the imposition of technology-based and water quality-based effluent limits to regulate the discharge of
pollutants into surface waters and ground waters. The EPA has delegated authority to a number of state
agencies, including the NJDEP, to administer the NPDES program through state acts. Power and Energy
Holdings also have ownership interests in domestic facilities in other jurisdictions that have their own laws
and implement regulations to control discharges to their surface waters and ground waters that directly
govern Power’s or Energy Holdings’ facilities in these jurisdictions.

The EPA promulgated regulations under FWPCA Section 316(b), which requires that cooling water
intake structures reflect the best technology available (BTA) for minimizing adverse environmental impact.
The Phase I1 rule covering large existing power plants became effective in 2004. The Phase Il regulations
provided five alternative methods by which a facility can demonstrate that it complies with the requirement
for BTA for minimizing adverse environmental impacts associated with cooling water intake structures.

On January 25, 2007, the U.S. Court of Appeals for the Second Circuit issued its decision in litigation of
the Phase II regulations brought by several environmental groups, the Attorneys General of six Northeastern
states, including New Jersey, the Utility Water Act Group and several of its members, including Power. The
court remanded major portions of the regulations and determined that Section 316(b) of the Clean Water
Act does not support the use of restoration and the site-specific cost-benefit test. The court instructed the
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EPA 10 reconsider the definition of BTA without comparing the costs of the best performing technology to
its benefits. Prior to this decision, Power had used restoration and/or a site-specific cost-benefit test in
applications it had filed to renew the permits at its once-through cooled plants, including Salem, Hudson and
Mercer. Although the rule applies to all of Power’s electric generating units that use surface waters for once-
through cooling purposes, the impact of the rule and the decision of the court cannot be determined at this
time for all of Power’s facilities. i

Nuclear, Fossil, another generating company and a trade association have filed petitions requesting that
the US Supreme Court review the decision of the Second Circuit Court of Appeals, The Northeast states and
the Solicitor General have received an extension to file their oppositions to those petitions, up through and
including February 29, 2008. Industry petitioners, including Fossil and Nuclear, have until March 12, 2008 to
file a reply brief. The briefs will then be distributed to the Supreme Court for consideration. If the Supreme
Court accepts the case, then the matter would be set for oral argument most likely in the Court’s 2008-2009
term, which begins in October. If the Court does not accept the case, then the Second Circuit’s opinion
stands and the regulations are remanded to the EPA for further consideration, |

Depending on the outcome of any appeals, or actions by the EPA to repromulgate the regulations, this
decision could have a material impact on Power’s ability to renew its NPDES permits at its larger once-
through cooled plants, including Salem, Hudson, Mercer, Sewaren, Bridgeport and possibly Sewaren and
New Haven, without making significant upgrades to their existing intake structures and cooling systems. The
costs of those upgrades to one or more of Power’s once-thraugh cooled plants could be material and would
require economic review to determine whether to continue operations.

Hazardous Substance Liability

Because of the nature of Power’s and PSE&G’s respective businesses, including the production and
delivery of electricity, the distribution of gas and, formerly, the manufacture of gas, various by-products and
substances are or were produced or handled that contain constituents classified by federal and state
authorities as hazardous. Federal and state laws impose liability for damages 10 the environment from
hazardous substances. This liability can include obligations to conduct an environmental remediation of
discharged hazardous substances as well as monetary payments, regardless of the absence of fault and the
absence of any prohibitions against the activity when it occurred, as compensation for injuries to natural
resources. -

Site Remediation

The Federal Comprehensive Environmental Response, Compensation and Liability Act of 1980
(CERCLA) and the New Jersey Spill Compensation and Control Act (Spill Act) require the remediation of
discharged hazardous substances and authorize the EPA, the NJDEP and private parties to commence
lawsuits to compel clean-ups or reimbursement for clean-ups of discharged hazardous substances. The clean-
ups of hazardous substances can be more complicated and the costs higher when the hazardous substances
are in a water body. For discussions of these hazardous substance issues and a discussion of potential liability
for remedial action regarding the Passaic River, see Note 12. Commitments and Contingent Liabilities. For a
discussion of remediation/clean-up actions involving Power and PSE&G, see ltem 3. Legal Proceedings. For
information regardmg PSE&G’s MGP Remediation Program, see Note 12. Commitments and Contingent
Liabilities. : :

Natural Resource Damages (NRD)

CERCLA and the Spill Act authorize federal and state trustees for natural resources to assess damages
against persons who have discharged a hazardous substance, causing an injury to natural resources. Pursuant
to the Spill Act, the NJDEP requires persons conducting remediation to characterize injuries to natural
resources and to address those injuries through restoration or damages. The NJDEP adopted regulatlons
concerning site investigation and remediation that require an ecological evaluation of potential damages to
natural resources in connection with an environmental investigation of comtaminated sites. The NJDEP also
issued guidance to assist pariies in calculating their natural resource damage liability for settlement purposes,
but has stated that those calculations are applicable only for those parties that volunteer to settle a claim for
natural resource damages before a claim is asserted by the NJDEP. Power and PSE&G cannot assess the
magnitude of the potential financial impact of this regulatory change.
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On June 29, 2007, the State of New Jersey filed multiple lawsuits against parties, including PSE&G, who
were alleged 10 be responsible for injuries to natural resources in New Jersey. Included in these lawsuits was
a claim against PSE&G and others arising out of PSE&G’s former Camden Coke facility, and a claim against
PSE&G and others arising out of the Global Landfill matter. PSE&G has responded to the complaint in the
NRD case arising out of the former Camden Coke site and is in the process of remediating that site under its
MGP program. The time for PSE&G to answer the complaint in the NRD case arising out of the Global
Landfill matter has been delayed until March 2008 to allow the parties to negotiate an order that would
resolve the NRD claim. PSEG, PSE&G and Power cannot predict what further actions, if any, or the costs or
the timing thereof, that may be required with respect to the Passaic River, Newark Bay or other natural
resource damages claims; however, such costs could be material.

. See Note 12. Commitments and Contingent Liabilities for additional information.

" New Jersey Operating Permits

The New Jersey Air Poliution Control Act requires that certain sources of air emissions obtain operating
permits issued by the NJDEP. All of Power’s generating facilities in New Jersey are required to have such
operating permits. The costs of compliance associated with any new requirements that may be imposed by
these permits in the future are not known at this time and are not included in capital expenditures, but may
be material.

Power

Nuclear Fuel Disposal

Under the Nuclear Waste Policy Act of 1982, as amended (NWPA), the federal government has entered
into contracts with the operators of nuclear power plants for transportation and ultimate disposal of spent
nuclear fuel. To pay for this service, nuclear plant owners are required to contribute to a Nuclear Waste
Fund at a rate of one mil ($0.001) per kWh.of nuclear generation, subject to such escalation as may be
required to assure full cost recovery by the federal government. Under the NWPA, the DOE was required to
begin taking possession of the spent nuclear fuel by no later than 1998. The DOE has announced that it does
not expect a facility for such purpose to be available earlier than 2017.

Pursuant to NRC rules, spent nuclear fuel generated in any reactor can be stored in reactor facility
storage pools or in independent spent fuel storage installations located at reactors or away-from-reactor sites
for at least 30 years beyond the licensed life for reactor operation (which may include the term of a revised
or renewed license). Adequate spent fuel storage capacity is estimated to be available through 2011 for Salem
1 and 2015 for Salem 2. Power also has an on-site storage facility that is expected to satisfy the spent fuel
storage needs of Hope Creek through the end of its current license in 2026. Exelon Generation has advised
Power that it has a licensed and operational on-site storage facility at Peach Bottom that will satisfy Peach
Bottom’s spent fuel storage requirements until at least 2014.

Exelon Generation had previously advised Power that it had signed an agrecement with the DOE,
applicable to Peach Bottom, under which Exelon Generation would be reimbursed for costs incurred
resulting from the DOE’s delay in accepting spent nuclear fuel for permanent storage. Future costs incurred
resulting from the DOE delays in accepting spent fuel will be reimbursed annually until the DOE fulfills its
obligation to accept spent nuclear fuel. In addition, Exelon Generation and Nuclear are requived to
reimburse the DOE for the previously received credits from the Nuclear Waste Fund, plus lost carnings.
Under this settlement, Power received $27 million for its share of previously incurred storage costs for Peach
Bottom, $22 million of which was used for the required reimbursement to the Nuclear Waste Fund. Exelon
Generation paid Power $5.4 million for its portion of the spent fuel storage costs reimbursed by the DOE in
2005 for costs incurred between October 1, 2003 and June 30, 2005.

1In September 2001, Power filed a complaint in the U.S. Court of Federal Claims seeking damages for
Salem and Hope Creek caused by the DOE not taking possession of spent nuclear fuel in 1998. On October
14, 2004, an order to show cause was issued regarding whether the U.S. Court of Federal Claims has
jurisdiction over the matter. Power responded to this order in November 2004. On January 31, 2005, the
Court dismissed the breach-of-contract claims of Power and three other utilities. Power moved for
reconsideration in the U.8, Court of Federal Claims and jointly petitioned for permission to appeal the
January 31, 2005 order to the U.S. Court of Appeals for the Federal Circuit. On September 29, 2006, the U.S.
Court of Appeals for the Federal Circuit reversed the adverse U.S. Court of Federal Claims jurisdictional
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ruling and reinstated Power’s claims in the U.S. Court of Federal Claims. No assurances can be given as to
any damage recovery or the ultimate avallablllty of a disposal facility.

In 2004 Delmarva Power & Light (DP&L) and Atlantic City Electric Company (ACE) commenced
litigation against the DOE based on claims that they were injured by DOE's failure to timely commence
removal of spent nuclear fuel as required at Salem and Hope Creek. Power believes that DP&L’s and ACE’s
actions violate the terms of the purchase and sale agreements and invoked the binding arbitration provisions
in the purchase and sale agreements to seek a determination that ACE and DP&L transferred to Power any
and all of their potential claims with respect to DOE’s failure to collect the spent nuclear fuel. The
arbitration panel issued its decision in June 2007 in agreement with Power. ACE and DP&L requested that
the U.S. Court of Appeal determine that the matter should not have been subject to arbitration, but the court
instead dismissed ACE and DP&L’s claims against DOE based on a finding that ACE and DP&L had
transferred their claims to Power and DOE had accepted that transfer. In December 2007, the New Jersey
Superior Court confirmed the award of the arbitration panel. ACE and DP&L have filed appeals of both
decisions. These pending appeals could delay Power’s ability to resolve its claxms against DOE for failure to
remove spent nuclear fuel from Salem and Hope Creek.

Spent Fuel Pool

The spent fuel pool at each Salem unit has an instailed leakage collection system. This system was found
to be obstructed at Salem Unit 1. Power developed a solution to maintain the design function of the leakage
collection system at Salem Unit | and investigated the existence of any structural degradation that might
have been caused by the obstruction. The concrete and reinforcing steel laboratory test results were
completed in March 2006. Test results that have been collected as part of the ongoing testing indicate that no
repairs are anticipated. The NRC issued Information Notice 200405 in March 2004 concerning this emerging
industry issue and Power cannot predict what further actions the NRC may take on this matter.

Elevated concentrations of tritium in the shallow groundwater at Salem Unit 1 were detected in early
2003. This information was reported to the NJDEP and the NRC, as required. Power conducted a
comprehensive investigation in accordance with NJDEP site remediation regulations to determine the source
and extent of the tritium in the groundwater. Power is conducting remedial actions to address the
contamination in accordance with a remedial action work plan approved by the NIDEP in November 2004.
The remedial actions are expected to be ongoing for several years. The costs necessary to address th;is on-site
groundwater contamination issue are not expected to be material.

i

Low Level Radmactwe Waste (LLRW)

As a by-product of their operatlons nuclear generation units produce LLRW, Such waste includes
paper, plastics, protective clothing, water purification materials and other materials. LLRW materials are
accumulated on-site and disposed of at licensed permanent disposal facilities. New Jersey, Connecticut and
South Carolina have formed the Atlantic Compact, which gives New Jersey nuclear generators, including
Power, continued access to the Barnwell LLRW disposal facility which is owned by South Carolina. Power
believes that the ‘Atlantic Compact will provide for adequate LLRW disposal for Salem and Hope Creek
through the end of their current licenses, although no assurances can be given. Both Power and Exelon
Generation have on-site LLRW storage facilities for Salem, Hope Creek and Peach Bottom, which have the
capacity for at least five years of temporary storage for each facility. For information regarding Nuclear
Spent Fuel Pool, see Note 12. Commitments and Contingent Liabilities.

ITEM 1A. RISK FACTORS

The following factors should be considered when reviewing our businesses. These factors could have an
adverse impact on our financial position, results of operations or net cash flows and could cause results to
differ materially from those expressed in any statements made by us, or on our behalf herein.

The factors discussed in Item 7. MD&A may also adversely affect our results of operations and cash
flows and affect the market prices for our publicly traded securities. While we helieve that we have identified
and discussed the. key risk factors affecting our business, there may be additional risks and uncertainties that
are not presently known or that are not currently believed to be significant that may adversely affect our
financial position, results of operations and cash flows.
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We are subject to comprehensive regulation by federal, state and local regulatory agencies that affects, or
may affect, our business.

We are subject to regulation by the FERC and the NRC, by federal, state and local authoritics under
environmental laws and by state public utility commissions under laws regulating our distribution business,
among others.

Changes in regulation can cause significant delays in or materially affect business planning and
transactions and can materially increase our costs. Regulation will affect almost every aspect of our
businesses, such as our ability to: ’

e Obtain fair and timely rate relief—Our utility’s base rates for electric and gas distribution are subject
to regulation by the BPU and are effective until a new base rate case is filed and concluded. In
addition, limited categories of costs are recovered through adjustment clauses that are periodically
reset to reflect current costs. Our transmission assets are regulated by the FERC and costs are
recovered through rates set by the FERC. At the end of 2007, PSE&G and PPL jointly filed with the
FERC to obtain incentive rate treatment for the PJM-approved Susquehanna-Roseland line,
specifically a 150 basis point adder to return on equity. Inability to obtain a fair return on our
investments or to recover material costs not included in rates would have an adverse effect on our
business. :

o Obtain required regulatory approvals—Power’s subsidiary, ER&T, which markets all of Power’s
electric generation output, has been granted MBR authority from FERC, as have PSE&G, Power
Connecticut and GWF Energy. FERC has récently issued new MBR rules which have significantly
changed the way in which FERC analyzes whether a company possesses market power and have

. narrowed the relevant market(s) Lo be analyzed. With the narrowing of the markets, some of Power’s
generation assets could be considered to have market power due to their location in constrained areas
within PIM. In January 2008, PSE&G and ER&T filed with the FERC their respective updated
market power reports as required by the FERC’s new MBR rules. PSE&G, ER&T, Fossil and Nuclear
have asserted in their MBR filing that they either lack any generation market power or, if they do
possess any market power, that market power is being effectively mitigated. PSE&G, ER&T, Fossil
and Nuclear have further asserted that, to the extent that the FERC analyzes market power held in
the small sub-market of Northern PSEG, PJM mitigation rules (including price capping for bids)
eliminate the potential for the exercise of market power in this sub-market. This filing remains
pending with FERC and the extent of any such mitigation measures, that may be required, cannot be

. determined at this time. Failure to maintain MBR eligibility, or the effects of any severe mitigation
measures that may be required, could have a material adverse effect on PSEG, Power and PSE&G.

Our businesses may also require various other regulatory approvals to, among other things, buy or sell
assets, engage in transactions between our public utility and our other subsidiaries, issue securities and
pay dividends. Any failure to obtain any required regulatory approvals ‘coutd materially adversely
affect our results of operations and cash flows.

o Comply with regulatory requirements—Congress has required FERC to put in place, through the
"NERC, national and regional Standards to ensure the reliability of the United States electric:
transmission system and to prevent major system black-outs. Since these Standards are applicable to
transmission owners and generation owners and operators, we are obligated to comply with the
Standards and to ensure continuing compliance. In 2008, both PSE&G and Energy Holdings’ Texas
generating plants will be audited for compliance with such Standards. FERC has the ability to lmpose
penalties of up to $1 million per day per violation for any violations.

The BPU has also retained consultants to conduct periodic combined management/competitive service
audits of New Jersey utilities which we expect to occur later in 2008. Such audits in the past have
resulted in the imposition of significant additional requirements on PSEG and PSE&G. While we
believe that we are in compliance with all affiliate standard requirements, we cannot predict the
outcome of the audit.
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Several issues at the BPU are pending stemming from the. restructuring of the utility industry in New Jersey
several years ago. :

e Treatment of previously approved stranded costs—We previously securitized $2.525 billion of
PSE&G’s generation and generation-related costs, which were determined by the BPU in 1999 to be
stranded by industry restructuring, pursuant to an irrevocable, non-bypassable BPU financing order
issued pursuant to the Competition Act. The Competition Act, and the authority of the BPU to issue
its order, was upheld by the New Jersey Supreme court in 2001. In 2007, a new legal action,
challenging the presumed constitutionality of certain provisions of the Competition Act, was filed in
the Superior Court of New Jersey. This action sought injunctive relief from the continued collection of
the transition bond charge (TBC) and related taxes by PSE&G, as well as recovery of amounts
previously charged and collected. This action has been summarily dismissed by the Court. However,
an appeal of this summary judgment is currently pending. Although the Court in dismissing the matter
found no merit to the claims asserted, if such appeal ultimately was to be successful, ongoing recovery
of funds to service our previous securitization could be affected. An administrative complaint by the
same ratepayer was filed with the BPU. We have filed a motion to dismiss that complaint, which is
pending.

o Treatment of ITC included in previous write-down of generation assets—The IRS has issued several
PLRs that concluded that the refunding of excess deferred tax and ITC balances to utility customers
was permitted only over the related assets” regulatory lives, which for PSE&G, was terminated upon
New Jersey's electric industry deregulation in 1999. Based on this fact, in 1999, we reversed the
deferred tax and ITC liability relating to the generation assets that were transferred to Power, and
recorded a $235 million reduction of the extraordinary charge due to such restructuring of the industry
in New Jersey. Subsequently, PSE&G was directed by the BPU to seck a PLR from the IRS to
determine if the ITC included in the impairment write-down of generation assets could be credited to
customers without violating the tax normalization rules of the Internal Revenue Code. PSE&G filed a
PLR request with the IRS in 2002. In May 2006, the IRS issued a PLR to PSE&G, which concluded
that none of the generation ITC could be passed to utility customers without violating its
normalization rules. While the holding in the PLR is favorable to the action we took, an outstanding
Treasury regulation project could overturn that holding in the PLR if the Treasury were to alter a
position set out in certain proposed regulations.

o MTC collected during the four year industry transition period—The BPU has raised certain guestions
with respect to the reconciliation method PSE&G had employed in calculating the overrecovery of its
MTC and other charges during the four-year transition period from 1999 to 2003. The amount in
dispute was $114 million, which if required to be refunded to customers with interest through
December 2007, would be $127 million. While PSE&G believes the MTC methodology it used was
fully litigated and resolved by the prior BPU Orders in its previous electric base rate case; deferral
audit and deferral proceedings, PSE&G cannot predict the outcome of this proceeding,

We are subject to numerous federal and state environmental laws and regulations that may significa_htly limit

.or affect our business, adversely impact our business plans or expose us to significant environmental fines and
) '

liabilities.

We are subject to extensive environmental regulation by federal, state and local authorities regarding air
quality, water quality, site remediation, land use, waste disposal, aesthetics, impact on global climate, natural
resources damages and other matters. These laws and regulations affect the manner in which we and our
subsidiaries conduct our operations and make capital expenditures. Further, such laws and regulations are
subject to future changes that may result in increased compliance costs. We can give no assurance that we
will be able to: .

» obtain all current or future required environmental approvals;

» obtain any necessary modifications to existing environmental approvals;

» maintain compliance with all applicable environmental laws, regulations and approvals; or
» recover any resulting costs through future sales.

Delay in obtaining, or failure to obtain and maintain in full force and effect, any environmental permits
or approvals, or delay or failure to satisfy any applicable environmental regulatory requirements, could
prevent construction of new facilities, continued operation of existing facilities or sale of energy from these
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facilities or could result in us incurring significant additional costs which would materially affect our business,
resulls of operations and cash flows.

In obtaining required environmental approvals and maintaining compliance with current environmental
laws and regulations, we are focused on several key environmental issues, including:

e Concerns over global climate change could result in laws and regulations to limit CO, emissions or
other “greenhouse” gases produced by our fossil generation facilities—Federal and state legislation
and regulation designed to address global climate change through the reduction of greenhouse gas
emissions could significantly impact our fossil generation facilities. Recent legislation enacted in New
Jersey establishes aggressive goals for the reduction of CO; emissions over a 40-year period. There
could ‘be material required expenditures, including the potential need to purchase CO, emission
allowances, and modifications to operations that may be needed to meet new regulatory requirements.
Multiple states, primarily in the Northeastern U.S., are developing state-specific or regional legislative
initiatives to stimulate CO, emissions reductions in the electric power industry. The RGGI was
initiated in April 2003 and is scheduled to begin in 2009. In RGGI, ten Northeastern states, including
New Jersey, have signed a memorandum of understanding intended to cap and reduce CO, emissions
from the electric power sector in the RGGI region. Member states will control emissions of
greenhouse gases by issuance of allowances to emit CO, through an auction, allocation or a
combination of the two methods.

A significant portion of our fossil fuel-fired electricity generators are located in states within the
RGGI region and compete with electrlcny generators within PJM not located within a RGGI state.
The costs or inability to purchase CO, allowances for our fleet operating within a RGGI state could
place us at an economic disadvantage compared to our competitors nol located in a RGGI state.

Legislation recently enacted in New Jersey authorizes the NJDEP to sell, exchange, retire, assign,
allocate or auction allowances from greenhouse gas emissions and sets forth the requirements to be
followed by the NJDEP if altowances are to be conveyed using an auction. Proceeds raised from the
auction will be deposited in the “Global Warming Solutions Fund” and will be used 1o provide grants
and other forms of assistance for the purpose of energy efficiency, renewable energy, new high
efficiency generation. to stimulate or reward investment in the development of innovative CO,
reduction or avoidance technologies and stewardship of New Jersey’s forests and tidal marshes. The
law further provides that the BPU shall adopt an emissions portfolio standard or other regulatory
mechanism, to mitigale leakage by July 1, 2009 unless the state’s Attorney General determines that
this will unconstitutionally burden interstate commerce or would be preempted by federal law.

s Potential closed-cyele cooling requirements—Our Salem nuclear generating facility has a permit from
the NIDEP allowing for the continued operation of the Salem facility with its existing cooling water
system. That permit expired in July 2006. The NJDEP informed us that it strongly recommends that
cooling water intake flow at the Salem facility be reduced commensurate with closed-cycle cooling.
The application of FWPCA Section 316(b) could, as one option, require the installation of structures
at the Salem facility to reduce cooling water intake commensurate with closed-cycle cooling, which
would result in material costs of compliance. Our application to renew the permit, filed in February
2006 with the NJDEP, estimated the costs associated with cooling towers for Salem to be
approximately $1 billion, of which Power’s share would be approximately $575 million.

If the NJDEP and the Connecticut Department of Environmental Protection were to require
installation of closed-cycle cooling or its equivalent at our Mercer, Hudson, Bridgeport, Sewaren or
New Haven generating stations, the related increased costs and impacis would be material to our
financial position, results of operations and net cash flows and would require economic review 1o
‘determine whether to continue operations.

e Remediation of environmental contamination at current or formerly owned facilities—We are subject
to liability under environmental laws for the costs of remediating environmental contamination of
property now or formerly owned by us and of property contaminated by hazardous substances that we
generated. Remediation activities associated with our former MGP operations subsidiaries are one
source of such costs. Also, we are currently involved in a number of proceedings relating to sites where
other hazardous substances have been deposited and may be subject to additional proceedings in the
future, the related costs of which could have a material adverse effect on our financial condition,
results of operations and cash flows,
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On June 29, 2007, the State of New Jersey filed multiple lawsuils against parties, including PSE&G,
who were alleged to be responsible for injuries to natural resources in New Jersey, including a site
‘ being remediated under PSE&G’s MGP program. We cannot predict what further actions, if any, or
the costs or the timing thercof, that may be required with respect to these or other natural resource
damages claims,

located in the State of New Jersey. In particular, New Jersey’s environmental programs are generally
considered to be more stringent in comparison to similar programs in other states. Therefore, there

| may be instances where the facilities located in New Jersey are subject to more stringent and,

i " therefore, more costly pollution control requirements and liability for damage to natural resources,
than competing facilities in other states. Most of New Jersey has been classified as “nonattainment”
with national ambient air quality standards for one or more air contaminants. This requires the state to
develop programs to reduce air emissions. Such programs can impose.additional costs on us by
requiring that we offset any cmissions increases from new electric generators we may want to build
and by setting more stringent emission limits on our facilities that run during the hottest days of the
year.

‘ * More stringent environmental requirements in New Jersey—Most of our generating facilities are

Our ownership and operation of nuclear power plants involves regulatory, financial, environmental, health
and safety risks.

Over half of our total generation output each year is provided by our nuclear fleet, which comprises
approximately 25% of our total owned generation capacity. For this reason, we are exposed to risks related
to the successful operation of our nuclear facilities and issues that may adversely affect the nuclear
generation industry. Significant risk factors relating to our nuclear generation include:

» Storage and Disposal of Spent Nuclear Fuel—We currently use on-site storage for spent nuclear fuel
and incur costs to maintain this storage. Potential increased costs of storage, handling and disposal of
nuclear materials,” including the availability or unavailability of a permanent repository for spent
nuclear fuel, could impact future operations of these stations. In addition, the availability of a
repository for spent nuclear fuel may affect our ability tofully decommission our nuclear units in the
future. - :

* Regulatory and Legal Risk—The NRC may modify, suspend or revoke licenses, or shut down a
nuclear facility and impose substantial civil penalties for failure to comply with the Atomic Energy
Act, related regulations or the terms of the licenses for nuclear generating facilities. As with all of our
facilities, as discussed above, our nuclear facilities are also subject to environmental regulation as rules
continue to change. A : |

Our New Jersey nuclear generating facilities are currently operating under NRC licenses that expire in
2016, 2020 and 2026. While we have applied for extensions to these licenses, the cxtension process
takes approximately four 1o five years from the commencement until completion of NRC review. We
cannot be sure that we will receive the requested extensions or be able to operate the facilities for all
or any portion of any extended license.

s Operational Risk—Operations at any of our nuclear generating units could degrade to the point
where the affected unit needs to be shut down or operated at less than full capacity. If this were (o
happen, identifying and correcting the causes may require significant time and cxpense. Since our
nuclear fleet provides the majority of our generation output, any significant outage could result in
reduced earnings as we would need to purchase or generale higher priced energy to meet our
contractual obligations. For additional information, see our discussion of operational performance for
all of our generation facilities below.

1

o Nuclear Incident or Accident Risk—Accidents and other unforescen problems have occurred both in
the U.S. and elsewhere, The consequences of an accident can be severe and may include loss of life
and properly damage. Any resulting financial impact from a nuclear accident may exceed our
resources, including insurance coverages. In addition, it is possible that an accident or other incident at
a nuclear generating unit could adversely affect our ability to continue to operate unaffected units
located at the same site, which would further affect our financial condition, operating result$ and cash
flows,
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We may be adversely affected by changes in energy deregulation policies, including market design rules.

The energy industry continues to experience significant change. Various rulés have recently been
implemented to respond to commodity pricing, reliability and other industry concerns. Our business has been
impacted by rules established that create locational capacity markets in each of PJM, New England and New
York. Under these rules, generators located in constrained areas are paid more for their capacity so there is
an mcentlve to locate in those areas where generation capacity is most needed. While the existence of these
rules has had a pomwe impact on Power’s revenues, as its generation in PJM and New England is located in
constrained areas, both PJM’s and New, England’s locational capacity market design rules are currently being
challenged in court. Any changes to these rules may have an adverse impact on our‘f!nqncslal condition,
results of operatlons and cash flows.

We could also be mpacted by a .number of other events, mcludmg regulatory or leg:slatwe actions
favoring non-competitive markets, energy efficicncy initiatives,. and regulatory policies favoring the
construction of rate-based transmission that may result in increased imports of generation, which may be
subject 1o less stringent environmental regulation into areas served by Power’s generation assets. Further,
some of the market-based mechanisms in which Power participates, including Basic Generation Service
(BGS), auctions, are, at times the sub}ect of review or discussion by some of the pal’thlpde in the-New Jersey
and 'federal regu]alory and political arenas and the PIM market monitor. We, can provide no assurance that
these mechamsms will continue 1o exist in lhelr current form for the foreseeable future.

‘We expcct New Jersey to issue a draft EMP in the second quarler of 2008 and a final plaﬁ is expected to
be completed later n 20()8 The EMP may mcorporate fcatures that could have some of the effects described
above. ' " :

On February 21, 2008 FERC issued a NOPR wnh respect to competmon in the organized wholesale
cnergy markets. Thls NOPR sceks to address issues with respect to demand response, long-term energy
contracts, MMUs and the’ responsiveness of RTOs and 1SOs to customers and other stakcholders PSEG is
unable to predict the,outcome of the NOPR process.

We may' be unable -to achieve, or continue to sustain, our expected levels of generating operalmg
performance. :

One of the key clements to achieving the results in our business plans is the ability to sustain generating
operating performance and capacity factors at expected levels. This is especially important at our low-cost
nuclear and coal facilities. Operations at 3 any of our plants could degrade to the point where the plant has to
shut down or operate at less than full capacity. Some issues that could 1mpdct the operation of our facilities
are: . ‘ . )

» breakdown or failure of equipment, processes or management effectiveness; v

. dlsrupnons in the transmlssmn of elcctrlcuy,

. labor dlsputes

. fuel supply mterruptlons for certain lypeq of coal used at.several of our fossil stations;

* (ransportation constraints; e

+

o limitations which may be imposed by environmental or other regulatory requirements;
¢ permit limitations; and

* operator error or catastrophic events such as fires, earlhquakes explos:ons floods, acts of terrorism or
other similar occurrences.

Identifying and correcting any of these issues may require significant time and expense. Depenaing on
the materiality of the issue, we may choose to close a plant rather than incur the expense of restarting it or
returning it to fuil capacity. In either event, to the extent thai our operational targets are not met, we could
have to operate higher cost generation facilities or meet our obligations through higher cost open market
purchases.

Qur inability to balance energy obligations with available supply could negatively impact results,

"The revenués generated by the operation of the generating stations are subject to market risks that are
beyond our control. Generation output will either be.used to satisfy- wholesale contract requirements, other
bilateral contracts or be sold into other competitive power markets. Participants in the competitive power
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this disputed tax liability. In the event PSEG is successful in its defense of its posmon the dcposlt is fully
refundable with interest. : v

While we believe that our tax position related to these transactions is proper based on appllcable
statutes, regulations and case-law and we believe that’it is' more llkely than not that we will prevail with
respect to the IRS’ challenge, no assurances of such result can be given. If all deductions associated with
these lease transactions, entered into by us between 1997 and 2002, are successfully challenged by the IRS, it
would have a material adverse impact on our financial position, results of operations and cash flows.

If we are unable to access sufficient capital at reasonable rates or have sofficient liquidity in the amounts and
at the times needed, our ability to successfully implement our financial strategics may be adversely affected.

Capital- for projects and :investments has been provided by internally-generated cash flow, equity
issuances and borrowings. Continued access to debt capital from outside sources is required in order-to
efficiently fund the cash {low needs of .our businesses. The ability to arrange financing and the costs of capital
depend on numerous factors mcludlng, among other things, general economic and market conditions, the
availability. of credit from, banks and other fmanmal institutions, investor confidence, the success of cuirent
projects and the quality of new projects. T

The ability to have continued access to the credit and capital markets at a reasonable economic cost is
dependent upon our current and future capital structure, financial performance, our credit ratings and the
availability of capital. As a result, no assurance can be given that we will be successful in obtammg financing
for projects and 1nveslments or in funding the equity commllments reqmred for such pro]ects and investments
in the future:

Capital market performance directly affects the asset values of our decnmmlssmnmg and defined benefit plan
trust funds. Sostained decreases in asset valne of trust ‘assets could result in the need for significant additional
funding. - - A Co , ,

The performance of the capital markets will affect.the value. of the assets that ‘are held in trust to satisfy
our future obligations under our pension and' post-retirement benefit plans and to decommission nuclear
generating plants. A significant decline in the market value of those-assets, as was.experienced from 2000 to

2002, may significantly increase our funding requircments for these obligalions
' 1
In the event of an accident or acts of war or terronsm, our msurance coverage may be msuff‘ cient if we are

unable to obtain adequate coverage al commercially reasonahle rates. P
]

We have insurance for all-risk ‘property damage, gcnerdl publlc liability, bmler and machmery coverage,
nuclear liability for nuclear generating units, rcplaccment power and business mterruptlons in amounts and
wnh deductibles that management considers approprlate

We can gwc no assurance that this insurance coverage will be available in the. future on cqmmercnally
reasonable terms or that the insurance proceeds received for any toss of or any damage to any of our facilities
will be sufficient to fund future payments on debt. . | . )

ITEM 1B. UNRESOLVED STAFF COMMENTS c -

. . - t '

PSEG o o - - ,

None.

Poweranﬁ PSE&G, T - - S e , o Co
Not Applicable. - * : S

) Sx bo
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We may be adversely affected by changes in energy deregulation policies, including market design rules.

The energy industry continues to experience significant change. Various rules have recently been
implemented to respond to commodity pricing, reliability and other industry concerns. Our business has been
impacted by rules established that create locational capacity markets in each of PIM, New England and New
York. Under thesc rules, generators located in constrained areas are paid more for their capacity so there is
an incentive to locate in those areas where generation capacity is most needed. While the existence of these
rules has had a positive impact on Power’s revenues, as its generation in PJM and New England is located in
constrained areas, both PIM’s and New.Engtand’s locational capacity market design rules are currently being
challenged in court. Any changes to these rules may have an adverse impact on our financial condition,
resulis of operations and cash flows.

We could also be impacted by a .number of other events, including regulatory or legislative actions
favoring non-competitive markets, energy efficiency initiatives, and regulatory policies favoring the
construction of rate-based transmission that may result in increased imports of generation, which may be
subject to less stringent environmental reguhlion into arcas served by Power’s generation assets. Further,
some of the market-based mechanisms in which Power participates, including Basic Gencration Service
(BGS) auctions, are at limes the subject of review or discussion by some of the participants in the New Jersey
and federal regulatory and political arenas and the PIM market monitor. We can provide no assurance that
these mechanisms will continue to exist in their current form for the foreseeable future.

We expect New Jersey to issue a draft EMP in the second quarter of 2008 and a final plan is expected to
be completed later in 2008. The EMP may incorporate features that could have some of the effects described
above.

On February 21, 2008, FERC issued a NOPR with respect to competition in the organized wholesale
energy markets. This NOPR seeks to address issues with respect 1o demand response, long-term energy
contracts, MMUSs and the responsiveness of RTOs and ISOs to customers and other stakcholders. PSEG is
unable to predict the outcome of the NOPR process.

We may be unable to achieve, or continue to sustain, our expected levels of generating operating
performance.

One of the key elements to achieving the results in our business plans is the ability to sustain generating
operating performance and capacity factors at expected levels. This is especially important at our low-cost
nuclear and coal facilitics. Operations at any of our plants could degrade to the point where the plant has to
shut down or operate at less than full capacity. Some issues that could impact the operation of our facilities
are:

s breakdown or faiture of equipment, processes or management effcctiveness;

» disruptions in the transmission of electricity;

labor disputes;

» fuel supply interruptions for certain types of coal used at several of our fossil stations;
s transportation constraints;

» limitations which may be imposed by environmental or other regulatory requirements;
& permit limitations; and

¢ operator ¢rror or catastrophic events such as fires, earthquakes, explosions, floods, acts of terrorism or
other similar occurrences.

Identifying and correcting any of these issues may require significant time and expense. Depending on
the materiality of the issue, we may choose to close a plant rather than incur the expense of restarting it or
returning it to full capacity. In either event, 1o the extent that our operational targets are not met, we could
have to operate higher cost generation facilities or meet our obligations through higher cost open market
purchases.

Our inability to balance energy obligations with available supply could negatively impact results.

The revenues generated by the operation of the generating stations are subject to market risks that are
beyond our control. Generation output will either be used to satisfy wholesale contract requirements, other
bilateral contracts or be sold into other competitive power markets. Participants in the competitive power
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markets are not guaranteed any specified rate of return on their capital investments through recovery of
mandated rates payable by purchasers of electricity.

Generation tevenues and results of operations are dependent upon prevailing market prices for ‘energy,
capacity, ancillary services and fuel supply in the markets served.

Our business frequently involves the establishment of forward sale positions in the wholesale encrgy
markets on long-term and short-term bases, To the extent that we have produced or purchased energy in
excess of our contracted obligations a reduction in market prices could reduce profitability. Conversely. 1o
the extent that we have contracted obligations in excess of energy we have produced or purchased an
increase in market prices could reduce profitability.

If the strategy we utilize to hedge our exposures to these various risks is not effective, we could incur
significant losses. Our market positions can also be adversely affected by the level of volatility in the energy
markets that, in turn, depends on various factors, including weather in various geographical areas, short-term
supply and demand imbalances and pricing differentials at various geographic tocations. Theése cannot be
predicted with any certainty. '

Increases in market prices also affect our ability to hedge generation output and fuel requirements as the
obligation to post margin increases with increasing prices and could require the maintenance of liquidity
resources that would be prohibitively expensive, '

Inability to successfully develop or construct generation, transmission and distribution projects could
adversely impact our husinesses.

Our business plan calls for extensive investment by us in capital improvements and additions, including
the installation of required environmental upgrades and retrofits, construction andfor acquisition of
additional generation units and transmission facilitics, and modernizing existing infrastructure as well as other
initiatives. Our success will depend, in part, on our ability to complete these projects within budgets, on
commercially reasonable terms and conditions and, at PSE&G, our ability to recover the related costs. Any
delays, cost escalations or otherwise unsuccessful construction and development could materially affect our
financial position, results of operations and cash flows. Currently. we have several 51gmf1canl projects
underway or being contemplated, including:

» the installation of pollution control equipment at our coal generating facilities;
» the construction of the new Susquehanna-Roseland transmission line;
e the construction or completion of potential growth initiatives;
¢ the implementation of a new customer service system; and
s the solar initiative proposed by PSE&G.
We face substantial competition in the merchant energy markets.

Our wholesale power and marketing businesses are subject to substantial competition from well-
capitalized entities that may adversely affect our ability to make investments on favorable terms and achieve
growth objectives. Increased competition could contribute to a reduction in prices offercd for power and
could result in lower returns. Some of the competitors include:

« merchant generators, including coal;
* banks, funds and other financial entities;
¢ domestic and multi-national utility generators;

* cnergy marketers;

fuel supply companies; and
» affiliates of other industrial companies.

The regulatory, environmeénlal, industry and operational issues discussed previously will have a
significant impact on our ability to compete in energy markets. Our ability to compete will also be impacted
by:

« DSM and other efficiency efforts—DSM and other efficiency efforts aimed at changing the quantity

and patterns of usage by end-use consumers could result in a reduction in Power’s load requirements.

o Changes in technology and/or customer conservation—Iit is possible that advances in technology will
reduce the cost of allernative methods of producing electricity, such as fuel cells, microturbines,
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windmills and photovoltaic {(solar) cells, to a level that is competitive with that of most central station
electric production. It is also possible that electric customers may significantly decrease their electric
consumption due to demand-side energy conservation programs. Changes in technology could also

" alter the channels through which retail electric customers buy electricity, which could affect financial
results.

If such issues were to occur, our market share could be eroded and the value of our power plants could
be significantly impaired,

We are exposed to commodity price volatility as a result of our participation in the wholesale energy
markets. :

The material risks associated with the wholesale energy markets known or currently anticipated that
could adversely affect our operations are;

o Price fluctuations and collateral requirements—We expect to meel our supply obligations through a
combination of generation and energy purchases managed by ER&T. We also enter into derivative
and other positions related to our generation assets and supply obligations. To the extent we hedge
our costs, we will be subject to the risk of price fluctuations that could affect our future results. These
include: '

o variability in costs, such as changes in the expected price of energy and capacity that we sell into
the market;

o increases in the price of energy purchased to meet supply obligations or the amount of excess
energy sold into the market; ‘

o the cost of fue!l to generate electricity; and
0 the cost of emission credits and congestion credits that we use to transmit electricity.

As market prices for cnergy and fuel fluctuate, our forward energy sale and forward {uel purchase
contracts could require us to post substantial additional collateral, thus requiring us to obtain
additional sources of liquidity during periods when our ability to do so may be limited. If we were to
lose our investment grade credit rating, we would be required under certain agreements to provide a
significant amount of additional collateral in the form of letters of credit or cash, which would have a
material adverse effect on our liquidity and cash flows. If we had lost our investment grade credit
rating as of December 31, 2007, we would have been required to provide approximately $777 million
in additional cash or cash-equivalent collateral.

¢ Third party credit risk—Wec sell generation output through the execution of bilateral contracts. These
contracts arc subject to credit risk, which relates 1o the ability of our counterparties to meelt their
contractual obligations to us. Any failure to perform by these counterparties could have a material

" adverse impact on our results of operations, cash flows and financial position. In the spot markets, we
are exposed to the risks of whatever default mechanisms exist in those markets, some of which attempt
to spread the risk across all participants, which may not be an cifective way of lessening the severity of
the risk and the amounts at stake.

Certain of our leveraged lease transactions at Resources may be successfully challenged by the IRS, which
would have a material adverse effect on our taxes, operating results and cash flows.

On November 16, 2000, the IRS issued its revenue agents’ audit report for tax years 1997 through 2000,
which disallowed all deduetions associated with certain of our leveraged lease transactions that are similar to
a type that the IRS publicly announced its intention to challenge. In addition, the IRS imposed a 20%
penalty for substantial understatement of tax liability. In February 2007, PSEG filed a protest to the Office of
Appeals of the IRS. As of each of December 31, 2007 and December 31, 2006, Resources’ total gross
investment in such transactions was $1.5 billion.

If the IRS’ disallowance of tax benefits associated with all of these lease transactions was sustained, $781
million of our deferred tax liabilities that have been recorded under leveraged lease accounting through
December 31, 2007 would become currently payable. In addition, as of December 31, 2007 interest of
approximately $179 million, after-tax, and penalties of $169 million may become payable, with potential
additional interest and penalties of approximately $17 million accruing quarterly. We have assessed the
probability of various outcomes to this matter and recorded the tax effect to be realized in accordance with
FIN 48, “Accounting for Uncertainty in Income Taxes—an interpretation of FASB Statement 109”. In
December 2007, PSEG deposited $100 million with the IRS to defray potential interest costs associated with

37




this disputed tax liability. In the event PSEG is successful in its defense of its position, the deposit is fully
refundable with interest.

While we believe that our tax position related to these transactions is proper based on applicable
statutes, regulations and case law and we believe that it is' more likely than not that we will prevall with
respect to the IRS’ challenge, no assurances of such result can be given. If all deductions associated with
these lease transactions, entered into by us between 1997 and 2002, are successfully challenged by the IRS, it
wotuld have a material adverse impact on our financial position, results of operations and cash flows.

If we are unable to access sufficient capital at reasonable rates or have sufficient liquidity in the amounts and
at the times needed, our ability to successfully implement our financial strategies may be adversely affected.

Capital for projects and investments has been provided by internally-generated cash flow, equity
issuances and borrowings. Continued access io debt capital from outside sources is required in order to
efficiently fund the cash flow needs of our businesses. The ability to arrange financing and the costs of capital
depend on numerous factors including, among other things, general economic and market conditions, the
availability of credit from banks and other financial institutions, investor confidence, the success of ,current
projects and the quality of new projects.

The ability to have continued access to the credit and capital markets at a reasonable economic cost is
dependent upon our current and future capital structure, financial performance, our credit ratings and the
availability of capital. As a result, no assurance can be given that we will be successful in obtaining financing
for projects and investments or in funding the equity commitments required for such projects and investments
in the future.

Capital market performance directly affects the asset values of our decommissioning and defined benefit plan
trust funds. Sustained decreases in asset value of trust assets could result in the need for significant additional
funding.

The performance of the capital markets will affect the value of the assets that are held in trust to satisfy
our future obligations under our pension and post-retirement benefit plans and to decommission nuclear
generating plants. A significant decline in the market value of those assets, as was experienced from 2000 to
2002, may significantly increase our funding requirements for these obligations.

'
In the event of an accident or acts of war or terrorism, our insurance coverage may be insufficient if we are
unable to obtain adequate coverage at commercially reasonable rates.

We have insurance for all-risk property damage, general public liability, boiler and nl'lchinery coverage,
nuclear liability for nuclear generating units, replacement power and business interruptions, in amounts and
with deductibles that management considers appropriate.

We can give no assurance that this insurance coverage will be available in the future on commercially
reasonable terms or that the insurance proceeds received for any loss of or any damage to any of our facilities
will be sufficient to fund future payments on debt.

ITEM 1B. UNRESOLVED STAFF COMMENTS '
PSEG

None.

Power and PSE&G
Not Applicable.
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ITEM 2. PROPERTIES

PSEG does not own any property. All property is owned by PSEG subsidiaries. PSEG believes that it
and its subsidiaries maintain adequate insurance coverage against loss or damage to plants and properties.
subject to certain exceptions, to the extent such property is usually insured and insurance is available at a
reasonable cost.

Generation Facilities

Power

As of December 31, 2007, Power’s share of summer installed generating capacity was 13,314 MW, as
shown in the following table:

OPERATING POWER PLANTS

Total Owned Principal
Capacity % Cupacity Fuels
m Location (MW) Owned (MW) tsed M
Steam
Hudson........ooooiiin i NI 913 100% 93 Coal/Gas Load Following
Mercer.........ooooi PO NI 648 100% 648  Coal Load Following
Sewaren ..o et s NJ 428 100% 428  Gas Load Following
Keystone(A}B) ... PA 1,687 23% 388 Coal Base Load
Conemaugh(A)B)............. i PA 1,661 23% 382  Coal Base Load
Bridgeport Harbor. ...............ooin i CT 503 100% 503  Coal/Oil  Base Load/Load Following
New Haven Harbor............oooiiiiin, cr 448 100% 448  Oil Load Following
Total Steam.......oooveiiiiiii i 6,288 3,710
Nuclear:
Hope Creek.... ..., NJ 1.061 100% 1061 Nuclear Base Load
Salem 1 & 2(A)e o e NI 2304 57% 1,323 Nuclear Base Load
Peach Bottom 2 & 3(ANC)............... e PA 2,224 50% 1,112 Nuclear  Base Load
Total Nuclear ........ooooiiiiiiiiiiii .., 5.589 3.496
Combined Cycle:
Bergen. ..o NJ 1,224 0% 1224 Gas Load Following
Linden..........oooiiiiiiiii NJ 1186 100% 1186 Gas Load Following
Bethlehem...........c. oo NY 746 100% 746 Gas Load Following
Total Combined Cyele..............cooovvinee 3.156 3,156
Combustion Turbine:
ESsCX i e NJ 616 100% 616 Gas Peaking
Edison.........oooiii o NJ 504 1% 504 Gas Peaking
Kearny ... NJ 441 100% 441 Gas Peaking
Burlington . ........ P NJ 557 100 557 Ol Peaking
Linden.......ooooiiiin i NJ 340 100% 340 Gas Peaking
Mercer. ..o e NJ 115 100% 115 Gas Peaking
SEWArCTl ...\t NJ 105 100% 105 Oil Peaking
Bergen. ...l NJ 21 100% 21 Gas Peaking
National Park..............o o NJ 21 100% 21 Gas Peaking
Salem{A).....oooii NJ 38 57% 22 Oil Peaking
Bridgeport Harbor....... O PR cT 10 100% 10 Qil Peaking
Total Combustion Turbine................... 2,768 2,752
Pumped Storage:
Yards Creek(A)D).......oo i NJ 400 50% 200 Peaking
Total Operating Generation Plants........... 18,201 13314

(A) Power’s share of jointly-owned facility.
(B) Operated by Reliant Energy.

(C) Operated by Exelon Generation.

(D) Operated by JCP&L.
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Global ‘ i
Global has investments in the following generation facilities as of December 31, 2007:

OPERATING POWER PLANTS '
Total Owned Principal
Capacity % Capacity Fuels
Name Location (MW) Owned (MW) Used
United States .
PSEG Texas
Guadalupe ... oo e TX 1,000 100% 1,000 Natural gas
OdesSa. o e e e TX 1,000 100% 1,000 Natural gas |
Total PSEG TeXas ......c.ovviviiiiiiaiiiiaiienns 2,000 2000
Kalaeloa. ......oooii i e e HI 208 50% 104 Oil
GWE CA 105 50% 53 Petroleum coke
Hanford L.P. (Hanford) ..........cooiviiiiiriiiie i e CA 27 50% 13 Petroleum coke
GWF Energy
Hanford—Peaker Plant ... CA 93 60% 57 Natural gas-
Henrietta—Peaker Plant ............cooooviivieniinniiiinen. CA 97 60% 58 Natural gas
Tracy—Peaker Plant....... e CA - 171 60% 103 Natural gas
Total GWF Energy......ovvviviiiiiiiiiii e 363 218
Bridgewaler .....ooiiiiiiiiiii s NH 16 40% 6 Biomass
Conemaugh. ... e PA 15 4% 1 Hydro
Total United Sfates.................coiiiiiirain oo, ' 2,734 2.395
Intemational{A)
PPN Power Generating Company Limited (PPN) ................ India 330 20% 66 Naphtha/Natural gas
Bioencrgie .
CTOLOME < oottt et et ettt ra it taen e raans Italy 20 43% 9 Biomass
Bando D'Argenta L. Italy 20 85% i7 Biomass
] F o 17- )| - ltaly 40 43% 17 Biomass
Total Bioenergie ........oveveierinneiiiiiiiiiianiiaa... 80 43
Turboven
Maracay ..... M I 4 < ¥ AT 60 50% 30 Natural gas
L0771 - Venezuela 60 50% 30 Natural gas
Total Turboven. ... ..o s 120 60
Turbogeneradores de Maracay (TGM) ..............oooiiiiinnnn Venezuela 40 9% 4 Natural gas
‘ Natural gas/
SAESA Group ..o it i Chile 118 100% 118 Gas/Oil/Hydro/Wind
Total International . .................ooiiiiiiiinni s 688 291 '
Total Operating Power Plants. .......................... 3422 2,686

|
|

{A) In December 2007, Global announced its intention to sell the SAESA Group of companies. Global is
also continuing to explore options for its equity investments in its other international generation
projects, PPN, Bioenergie, Turboven and TGM.

Transmission and Distribution Facilities

PSEXG

As of December 31, 2007, PSE&G’s electric transmission and distribution system included 21,764 circuit
miles, of which 7,729 circuit miles were underground, and 804,936 poles, of which 538,811 poles were jointly-
owned. Approximately 99% of this property is located in New Jersey.

In addition, as of December 31, 2007, PSE&G owned four electric distribution headquarters and five
subheadquarters in four operating divisions, all located in New Jersey.
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As of December 31, 2007, the daily gas capacity of PSE&G’s 100%-owned peaking facilities (the
maximum daily gas delivery available during the three peak winter months) consisted of liquid petroleum air
gas (LPG) and liquefied natural gas (LNG) and aggregated 2,973,000 therms (approximately 2,886,000 cubic
feet on an equivalent basis of 1.030 Btu/cubic foot) as shown in the following table:

Dhaily Capa.city

Plant Location (Therms)

Burlington LNG...........ooi Burlington, NJ 773,000
Camden LPG ... ..o e Camden, NJ 280,000
Central LPG ... i e Edison Twp., NJ 960,000
Harrison LPG .. ... .. e Harrison, NJ 960,000
Total. e 2,973,600

As of December 31, 2007, PSE&G owned and operated 17,618 miles of gas mains, owned 12 gas
distribution headquarters and two subheadquarters, all in three operating regions located in New Jersey and
owned one meter shop in New Jersey serving all such areas. In addition, PSE&G operated 62 natural gas
metering or regulating stations, all located in New Jersey, of which 28 were located on land owned by
customers or natural gas pipeline suppliers and were operated under lease, easement or other similar
arrangement. In some instances, the pipeline companies owned portions of the metering and regulating
facilities.

PSE&G's First and Refunding Mortgage, securing the bonds issued thereunder, constitutes a direct first
mortgage lien on substantially all of PSE&G’s property.

PSE&G’s electric lines and gas mains are located over or under public highways, streets, alleys or lands,
except where they are located over or under property owned by PSE&G or occupied by it under easements
or other rights. These easements-and other tights are deemed by PSE&G to be adequate for the purposes for
which they are being used.

Office Buildings and Other Facilities

Power

Power rents office space from Services as its headquarters in Newark, New Jersey. Other leased
properties include office, warehouse, classroom and storage space, primarily located in New Jersey. Power
also owns the Central Maintenance Shop at Sewaren, New Jersey.

Power has a 57.41% ownership interest in approximately 13,000 acres in the Delaware River Estuary
region to satisfly the condition of the New Jersey Pollutant Discharge Elimination System (NJPDES) permit
issued for Salem. Power also owns several other facilities, including the on-site Nuctear Administration and
Processing Center buildings.

Power has a 13.91% ownership interest in the 650-acre Merrill Creek Reservoir in Warren County, New
Jersey and approximately 2,158 acres of land surrounding the reservoir. The reservoir was constructed to
store water for release to the Delaware River during periods of low flow. Merrill Creek is jointly-owned by
seven companies that have generation facilities along the Detaware River or its tributaries and use the river
water in their operations.

Power believes that it maintains adequate insurance coverage against loss or damage to its plants and
properties, subject to certain exceptions, to the extent such property is usually insured and insurance is
available at a reasonable cost. For a discussion of nuclear insurance, sece Note 12. Commitments and
Contingent Liabilities.

PSE&G

PSE&G rents office space from Services as its headquarters in Newark, New Jersey. PSE&G also leases
office space at various locations throughout New Jersey for district offices and offices for various corporate
groups and services. PSE&G also owns various other sites for training, testing, parking, records storage,
research, repair and maintenance, warchouse facilities and for other purposes related to its business.

In addition to the facilities discussed above, as of December 31, 2007, PSE&G owned 42 switching
stations in New Jersey with an aggregate installed capacity of 22,809 megavolt-amperes and 2435 substations
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with an aggregate installed capacity of 7,835 megavolt-amperes. In addition, four substations in New Jersey
having an aggregate installed capacity of 109 megavolt-amperes were operated on leased property.
. |

Services

Services leases a 25-story office tower for PSEG’s corporate headquarters at 80 Park Plaza, Newark,
New Jersey, together with an adjoining three-story building. In addition, Services owns the Maplewood Test
Services Facility in Maplewood, New Jersey.

ITEM 3. LEGAL PROCEEDINGS
PSE&G ' !

Competition Act

On April 23, 2007, PSE&G and Transition Funding were served with a copy of a purported class action
complaint (Complaint) challenging the constitutional validity of certain provisions of New Jersey’s
Competition Act, seeking injunctive relief against continued collection from PSE&G’s electric customers
of the TBC of PSE&G Transition Funding, as well as recovery of TBC amounts previously collected; Notice
of the filing of the Complaint was also provided to New Jersey’s Attorney General. Under New Jersey law,
the Competition Act, enacted in 1999, is presumed constitutional, On July 9, 2007, the same plaintiff filed an
amended Complaint to also seek injunctive relief from continued collection of related taxes as well as
recovery of such taxes previously collected and also filed a petition with the BPU requesting review and
adjustment to PSE&G’s recovery of the same charges. PSE&G and Transition Funding filed a motion to
dismiss the amended Complaint (or in the alternative for summary judgment) on July 30, 2007 and PSE&G
filed on September 30, 2007 a motion with the BPU to dismiss the petition. On October 10, 2007, PSE&G
and Transition Funding’s motion to dismiss the amended Complaint was granted. The plaintiff has appealed
this dismissal. PSE&G’s motion to dismiss the BPU petition is pending {BPU Docket No. ER07070516).

Con Edison

In November 2001, Consolidated Edison Company of New York, Inc. (Con Edison) filed a complaint
with the FERC against PSE&G, PIM and NYISO with the FERC asserting a failure to comply with
agreements between PSE&G and Con Edison covering 1,000 MW of transmission. PSE&G denied the
allegations set forth in the complaint. The FERC subsequently held hearings and issued a number of orders
between 2002 and late 2007. Those decisions were largely favorable to PSE&G and generally held that
PSE&G and the other respondents had complied with their obligations under the contracts. The 'FERC’s
orders, however, did require greater specificity in defining the parties’ respective obligations and, in
conformance with FERC’s requirements, the parties have met on numerous occasions for the purpose of
developing detailed operational protocols.

On May 18, 2005, FERC accepted operational protocols jointly submitted by all parties that addressed
FERC'’s basic findings. In subsequent filings to the FERC regarding the efficacy of these protocols, however,
Con Edison continued to claim that the obligations under the agreements as interpreted by the FERC's
orders are not belhg met. In December 30, 2005 and January 19, 2007 filings with the FERC, Con Edison
claimed to have incurred $111 million in damages, and requested the FERC to reqmre refunds of this
amount. This claim was subsequently rejected by FERC on procedural grounds.

PJM, NYISO, Con Edison and PSE&G continue to meet under a work plan intended to address the
remaining operational issues associated with the protocols and to address Con Edison’s refund claim. As part
of these discussions and in separate discussions, PSE&G and Con Edison have discussed the possibility of a
comprehensive settlement of all matters raised in the November 2001 complaint. At the present time,
however, these comprehensive settlement discussions have reached an impasse. Both PSE&G 'and Con
Edison have sought judicial review of the FERC orders addressing these contracts before the D.C. Circuit
Court of Appeals. As this matter is currently pending before the appeals court, PSEG and PSE&G are
unable to predict the outcome of this proceeding. !
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PSEG, Power and PSE&G

In addition to the matters discussed above see information on the followmg proceedings at the pages

indicated for PSEG Power and PSE&G as noted:

0y
2
o
4)
&)
(6)
I(7)

©)

0y’

(11)

(12)

(13)

(14)

as)

(16)

(17)

Page 15. (Power) PSEG Power Connecticut’s filing with FERC on November 17, 2004, Docket No.
ER05-231-000, to request RMR compénsation.

Page 16. (PSEG and Power) FERC proceeding for issuance of a declaratory order relatmg to the
proposed Cross Hudson project, Docket No. EL08-35-000. oo

Page 16. (PSEG, Power and PSE&G) PIM Reliability Pricing Model filed with FERC on August 31,
2005, Docket Nos. ERO5-1410-000 and EL05-148-000.

Page 16. (PSEG, Power and PSE&G) FERC proceeding relating to PIM Long-Term Transmlssron
Rate Design, Docket No, EL0S-121-000,

Page 20. (PSE&G) SBC/NGC Rate filing with the BPU on May 7, 2007 Docket Nos. ER07050303 &

" GRO7050304.

Page 20. (PSE&G) Remediation Adjustment Clause filing with the BPU on Apnl 25, 2005, Docket
No. GR05040383.

Page 21. (Power and PSEG) Unlversal Servrce Fund mandated by the BPU under the Competition
Act to recover costs under the Permanent Universal Service Fund and the Lifeline program.

Page 21. (PSE&G) PSE&G’s BGSS Commodity filing with the BPU on May 28, 2004, Docket No.

“GRO4050390.

Page 23. (PSEG, Power and PSE&G) BPU proceeds relating to ratepayer protectionc due to rzpeal of
PUHCA under the Energy Policy Act of 2005, Docket No. AX05070641.

_Pages 23 and 143. (PSE&G) Deferral Proceedmg filed with the BPU on August 28, 2002, Docket No.

EX02060363, and Deferral Audit beginning on October 2, 2002 at the BPU, Docket No. EA02060366_

Pages 27 and 139. (Power) Power’s Petition for Review filed in the United States Couit of Appeals for
the District of Columbia Circuit on July 30, 2004 challenging the final rule of the EPA entitled
“National Pollutant Discharge Elimination System—Final Regulations to Establish Requirements for
Cooling Water Intake Structures at Phase II Existing Facilities,” now transferred to and venued in the
United States Court of Appeals for the Second Circuit with Docket No. 04-6696-ag.

Page 29. (Power) Filing of Complaint by Nuclear against the DOE on September 26, 2001 in the U.S.
Court of Federal Claims, Docket No. 01-0551C seeking damages caused by DOE’s failure to take
possession of spent nuclear fuel. The complaint was amended to include PSE&G as a prlor owner in
interest.

Page 136. (PSE&G) Investigation Directive of NIDEP dated September 19, 2003 and additional
investigation Notice dated September 15, 2003 by the EPA regarding the Passaic River site, Docket
No. EX93060255.

Page 137. (Power ‘and PSE&G) New Jers.ey Departnrcnt of Environmental Protection v. .BFI Waste
Systems of New Jersey, Inc. et al,, filed with New Jersey Superior Court on June 29, 2007.

Page 137. (Power and PSE&G) New Jersey Department of Environmental Protection v. Public Service
Electric and Gas Co., et al., filed with New Jersey Superior Court on June 29, 2007, Docket No.
L-3337-07.

Page 137. (Power) PSE&G’s MGP Remediation Program instituted by NJDEP’s Coal Gasification
Facility Sites letter dated March 25, 1988.

Page 143. (PSE&G) BPU Order dated December 23, 2003, Docket No. EQ02120955 relatmg to the
New Jersey Interim Clean Energy Program.

Power and PSE&G

In addition, see the following environmental related matters involving governmental authorities. Power

and PSE&G do not expect expenditures for any such site relating to the items listed below, individually or
for all such current sites in the aggregate, to have a material effect on their respective financial condition,
results of operations and net cash flows.
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|
(1) Claim made in 1985 by the U.S. Department of the Interior under CERCLA with respect to the
Pennsylvania Avenue and Fountain Avenue municipal landfills in Brooklyn, New York, for damages to
natural resources. The U.S. Government alleges damages of approximately $200 million. To PSE&GS
knowledge there has been no action on this matter since 1988.

(2) Duane Marine Salvage Corporation Superfund Site is in Perth Amboy, Middlesex County, New
Jersey. The EPA had named PSE&G as one of several potentially responsible parties (PRPs) through a
series of administrative orders between December 1984 and March 1985. Following work performed by the
PRPs, the EPA declared on May 20, 1987 that all of its administrative orders had been satisfied. The NJDEP,
however, named PSE&G as a PRP and issued its own directive dated October 21, 1987. Remedranon is
currently ongoing. .

(3) Various Splll Act directives were issued by the NJDEP to PRPs, including PSE&G with respect to
the PJP Landfill in Jersey City, Hudson County, New Jersey, ordering payment of costs associated with
operation and maintenance, interim remedial measures and a Remedial Investigation and Feasibility Study
(RI/FS) in excess of $25 million. The directives also sought reimbursement of the NJDEP’s past and future

oversight costs and the costs of any future remedial action. |

(4) Claim by the EPA, Region IIT, under CERCLA with respect to a Cottman Avenue Superfund Site, a
former non-ferrous scrap reclamation facility located in Philadelphia, Pennsylvania, owned and formerly
operated by Metal Bank of America, Inc. PSE&G, other utilities and other companies are alleged to be liable
for contamination at the site and PSE&G has been named as a PRP. A Final Remedial Design Report was
submitted to the EPA in September of 2002. This document presents the design details that will implement
the EPA’s selected remediation remedy. PSE&G’s share of the remedy implementation costs is estimated at
approximately $4 million.

(5) The Klockner Road site is located in Hamllton Township, Mercer County, New Jersey, and occupres
approximately two acres on PSE&G’s Trenton Switching Station property. PSE&G entered -into a
memorandum’ of agreement with the NIDEP for the Klockner Road site pursuant to which PSE&G

conducted an RI/FS and remedial act:on at the site to address the presence of soil and groundwater

contamination at the site,

(6) The NIDEP assumed control of a former betroleum products blending and mixing operation and
waste oil recycling facility in Elizabeth, Union County, New Jersey (Borne Chemical Co. site) and issued
various directives to a number of entities, mckudmg PSE&G, requiring performance of various remedial
actions. PSE&G’s nexus to the site is based upon the shipment of certain waste oils to the site for recycling.
PSE&G and certain of the other entities named in the NJDEP directives are members of a PRP grdup that
have been working together to satisfy NJDEP requirements including: funding of the site security program
containerized waste removal; and a site remedial investigation program. -

{(7) The EPA sent PSE&G, Power and approximately 157 other entities a notice that the EPA
considered each of the entities to be a PRP with respect to contamination in Berry’s Creek in Bergen
County, New Jersey and requesting that the PRPs perform a RI/FS on Berry’s Creek and the connected
tributaries and wetlands. Berry’s Creek flows through approximately 6.5 miles of areas that have been used
for a variety of industrial purposes and landfills. The EPA estimates that the study could be completed in
approximately five years at a total cost of approximately $18 million. Power and PSE&G are unable 1o
predlct the outcome of this matter; however, the related costs of this study are not expected to be matenaI

ITEM 4. SUBMISSION OF MA’ITERS TO A VOTE OF SECURITY HOLDERS
PSEG—None.
Power—None.

PSE&G—None.
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PART Il

ITEM 5. MARKET FOR REGISTRANT'S COMMON EQUITY, RELATED
STOCKHOLDER MATTERS AND ISSUER PURCHASES OF EQUITY
SECURITIES

PSEG

PSEG’s Common Stock is listed on the New York Stock Exchange, Inc. As of December 31, 2007, there
were 88,887 holders of record.

The graph below shows a comparisdn of the five-year cumulative return assuming $100 invested on
December 31, 2002 in PSEG common stock and the subsequent reinvestment of quarterly dividends, the S&P
Composite Stock Price Index, the Dow Jones Ultilities Index and the S&P Electric Ultilities Index.

W02 2003 2064 205 2006 2007
PSEG ..o e $100.00 $143.78 $17842 $23227 $245.83 $373.49
SE&P 300 ... $100.00 $128.63 $142.58 $14957 $173.14 $182.63 .
DY Utilities. . ... ..o $100.00 $129.08 $167.87 $209.77 $244.67 $293.76
"S&P Electrics . ..i i $100.00 $123.84 §$156.54 $18398 $226.58 $278%7
$400.00 }
$350.00 /
$300.00
——PSEG
$250.00
—8—S&P 500
$200.00
$150.00 1 /._—"‘ +.DJ Utilities
$100.00 i —— S&P Electrics
$50.00 ¢ T T T T
2002 2003 2004 2005 2006 2007

" The following table indicates the high and low sale prices for PSEG’s common stdck and dividends paid
for the periods indicated: ‘

Dividend
Common Stock High Low Per Share
2007:
Oy ] R ) o £ A $42.12 $32.16 $0.2925
BOYsTore) 1T B8 11 T Uy -3 o $46.90 $41.02 $0.2925
Third QUATtEr - .ottt et e $46.06 $38.66 $0.2925
Fourth QUAMET ..o e e e $4088 $43.43 $0.2925
2006:
FArst QUaTter oottt ettt e e s $36.23 $31.99 § 0.285
Second QUArET. . ... ittt e $33.82 $2950 % 0285
Third QUaTter ..ottt e e $36.31 $30.24 5 0.285
| o110 (T T o =] AP $34.05 $29.56 § 0.285

On January 15, 2008, PSEG’s Board of Directors approved a two-for-one stock split of PSEG’s
outstanding shares of common stock. The stock split entitled each stockholder of record at the close of
business on January 25, 2008 to receive one additional share for every outstanding share of common stock .
held. The additional shares resulting from the stock split were distributed on February 4, 2008, All share and
per share amounts included in this Form 10-K retroactively reflect the effect of the stock split.

On January 15, 2008, PSEG’s Board of Directors also approved a $0.03 increase in its quarterly common
stock dividend, from $0.2925 to $0.3225 per share for the first quarter of 2008. This reflects an indicated
annual dividend rate of $1.29 per share. PSEG expects to continue to pay cash dividends on its common
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stock, however, the declaration and payment of future dividends to holders of PSEG common stock will be at
the discretion of the Board of Directors and will depend upon many factors, including PSEG’s financial
condition, earnings, capital requirements of its business, alternate investment opportunities, legal
requirements, regulatory constraints, industry practice and other factors that the Board of Directors deems
relevant.

The following table indicates the securities authorized for issuance under equity compensation plans as
of December 31, 2007:

Number of Securities
to be Issued Upon Weighted-Average Number of Securities

Exercise of Exercise Price of  Remaining Available
Outstanding Qutstanding for Future Issuance
Options, Warrants Options, Warrants Under Equity
and Rights .and Rights Compensation Plans
Plan Category #) % (%)
Equity compensation plans approved by security
holders. ... e 2,373,236 31.27 23,393,442
Equity compensation plans not approved by . f
security holders ..., 318,000 22.61 4,189 .032(A)
Total....oovvniiii 2,691,236 - 30.25 27,582,474

(A) Shares issuable under the PSEG Employee Stock Purchase Plan, Compensation Plan for Outside
Directors and Stock Plan for Outside Directors.

For additional discussion of specific plans concerning equity-based compensation, see Note 17. Stock
Based Compensation. -
Power

All of Power's outstanding limited liability company membership interests are owned by PSEG. For
additional information regarding Power’s ability to pay dividends, see Item 7. MD&A—Overview of 2007
and Future Outlook.

PSE&G

All of the common stock of PSE&G is owned by PSEG. For additional information regarding PSE&G’s
ability to continue to pay dividends, see Item 7. MD&A—Qverview of 2007 and Future Outlook.
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ITEM 6. SELECTED FINANCIAL DATA

PSEG

The information presented below should be read in conjunction with the MD&A and the Consolidated
Financial Statements and Notes to Consolidated Financial Statements (Notes).

For the Years Ended December 31,

T a6 2ws  2wa 20
' ST (Millions, where applicable) -
Operating Revenues..........oooiiiiiiiii i, $12.853 $11.762° $11.849 $10362 510,626
Income from Continuing Operations(A).................. $1319 § 679 § 837 § 747 § 800
Net INCOMIE. ...ttt et e s et i e e enres $1335 $ 739 % 661 § 726 § 1,160
Earnings per Share:

Income from Continuing Operations: |
Basio{A). .o $ 260 $ 135 § 174 § 157 § L76
Diluted(A) ...ooooeei i $ 259 % 134 3§ 171 % 156 § 175

" Net Income: ’ ' '

Basic ..ot e $ 263 & 147 § 138 § 133° § 254

Diluted . ................ ..., P . % 262 $§ 146 § 135 § 152 § 254
Dividends Declared per Share............... e $ 117 § 114 § 112 § 110 § 1.08
As of December 31: ce ' .
Total ASSEUS ..ottt $28.392 $28.552 $29.821 $29,260 328,132
Long-Term Obligations(B)."........ e $ 8,709 $10,147 $11,035 $12392 $12,462

(A) Income from Continuing Operations for 2006 includes an after-tax charge of $178 million, or $0.35 per
share related to the sale of RGE.

(B) Includes capital leasc obligations.

Power

Omitted pursuant to conditions set forth in General Instruction 1 of Form 10-K.

PSE&G

The information presented below should be read in con]unctlon with the MD&A, the Consolidated
Financial Statements and the Notes. - -

For the Years Ended December 31,

2007 2006 2005 2004 2003
T — (ans) -
Operating Revenues.........ovviiiveaerniriiieineennennn. $ 8493 $ 7569 $ 7514 $ 6810 §$ 6,598
Income from Continuing Operations ......... PP $ 380 $ 265 $§ 348, § 346 § 247
Net INCOME. . ...ttt i $ 380 $ 265 $§ 348 § 346 § 229
As of December 31: .
Total ASsets ... ....ooieiiiii .. e $14,637 $14,553 $14,207 ~ $13,586 §$13,177
Long-Term Obligations .............ocoviiviiiinnnn. $ 4632 $ 4711 34745 $ 4877 $ 5129

ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL
CONDITION AND RESULTS OF OPERATIONS (MD&A)

This combined MD&A is separately filed by Public Service Enterprise Group Incorporated (PSEG),
PSEG Power L1.C (Power) and Public Service Electric and Gas Company (PSE&G). Information contained
herein relating to any individual company is filed by-such company on its own behalf. Power and PSE&G
each make representatlons only as to itselfl and make no other representations whatsoever as to any other
company. .

OVERVIEW OF 2007 AND FUTURE OUTLOOK

PSEG, Power and PSE&G

PSEG’s business consists of four reportable segments, which are Power, PSE&G and the two direct
subsidiaries of Energy Holdings L.L.C. (Energy Holdings), PSEG Global L.L.C. (Global) and PSEG
Resources L.L.C. (Resources). The following discussion relates to the regions and markets in which PSEG’s
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subsidiaries operate and compete, the corporate strategy for the conduct of PSEG’s businesses within these
markets and significant events that have occurred during 2007 and expectations for 2008 for Power, PSE&G
and Energy Holdings, as well as the key factors that will drive the future performance of these businesses.

Stock Split

On January 15, 2008, PSEG’s Board of Directors approved a two-for-one stock split of PSEG’s
outstanding shares of common stock. The stock split entitled each stockholder of record at the close of
business on January 25, 2008 to receive one additional share for every outstanding share of common stock
held. The additional.shares resulting from the stock split were distributed on February 4, 2008. All share and
per share amounts included in this Form 10-K retroactively reflect the effect of the stock split.

" Power

Power is an electric generation and wholesale energy marketing and trading company that is focused on
a generation market in the Northeast and Mid Atlantic U.S. Through its subsidiaries, Power seeks to produce
low-cost energy through efficient operations of its nuclear, coal and gas-fired generation facilities, balance its
generation production, fuel requirements and supply obligations through energy portfolio management and
pursue disciplined growth. In addition to the electric generation business, Power’s revenues include gas
supply sales under the Basic Gas Supply Service (BGSS) contract with PSE&G.

Power’s principal operating subsidiaries, PSEG Fossil LLC (Fossil), PSEG Nuclear LLC (Nuclear) and
PSEG Energy Resources & Trade LLC (ER&T) are regulated by the FERC. ER&T and Fossil’s subsidiary,
PSEG Power Connecticut LLC, sell power at wholesale under Federal Energy Regulatory Commission
(FERC)-approved market-based rate tariffs. Certain subsidiaries of Fossil are subject to state regulation and
Nuclear is also subject to regulation by the Nuclear Regulatory Commission. '

As a merchant generator, Power’s profit is derived from selling under contract or on the spot market a
range of diverse products such as energy, capacity, emissions credits, congestion credits and a series of
energy-related products that the system operator uses to optimize the operation of the energy grid, known as
ancillary services. Accordingly, the availability of Power’s diverse fleet of generation units to produce these
products as well as the prices of commodities, such as electricity, gas, nuclear fuel, coal and emissions, can
have a material effect on Power's profitability. In recent years, the prices at which transactions are entered
into for future delivery of these products, as evidenced through the market for forward contracts at points
such as PIM Interconnection L.L.C. (PJM) West, have escalated considerably over historical prices. Broad
market price increases such as these have had a positive effect on Power’s results. Historically, Power’s
nuclear and coal-fired facilities have produced over 50% and 25% of Power’s production, respectively. With
the vast majority of its power sourced from these lower-cost units, the rise in electric prices has yielded
higher margins for Power. Over a longer-term horizon, if these higher prices are sustained at levels reflective
of what the current forward markets indicate, Power would have an attractive environment in which to
contract for the sale of its anticipated output, allowing for potentially sustained higher profitability than
recognized in prior years. These prices also increase-the cost of replacement power, thereby placing risk on
Power to operate the generating units to produce these products. Further, changes in the operation of
Power’s generating facilities, fuel and capacity prices, expected contract prices, capacity factors or other
assumptions could materially affect its ability to ieet earnings targets and/or liquidity requirements.

Power secks to mitigate volatility in its results by contracting in advance for a significant portion of its
anticipated electric output, capacity and fuel needs. Power believes this contracting strategy increases stability
of earnings and cash flow.

Power seeks to sell a portion of its anticipated low-cost nuclear and coal-fired generation over a multi-
year forward horizon, normally over a period of two to four years. As of February 15, 2008, Power has
contracted for all of its anticipated 2008 nuclear and coal-fired generation, with 85% to 95% contracted for
2009 and 40% to 509% contracted for 2010, with a modest amount contracted beyond 2010.

Power has also entered into- contracts for the future delivery of nuclear fuel and coal to support its
contracted sales discussed above. As of February 15, 2008, Power had contracted for 100% of its annual
nuclear uranium fuel needs through 2011 -with decreasing percentages contracted through 2016. Power had
also contracted for-85% to 95% of its anticipated coal.needs, including transportation, for 2008, 75% to 85%
for 2009, 55% to 65% for 2010 and modest amounts contracted beyond 2010. These estimated fuel needs are
subject to change based upon the level of operation, and particular to coal, market demands and pricing,
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which has increased recently. Power has recently negotiated through some disruptions in the delivery of
certain contracted coal. Power believes it can continue to manage its fuel sourcing needs in this dynamic
market but cannot predict the impact that rising prices and potential increasing demand may have on its
operations in the future.

By contrast, Powcr takes a more oppeortunistic approach in hedging its anticipated natural gas-fired
generation. The generation from these units is less predictable, as these units are generally dispatched only
when aggregate market demand has exceeded the supply provided by lower-cost units. The natural gas-fired
units generally provide a lower contribution to the margin of Power than either the nuclear or coal units.
Power will generally purchase natural gas as gas-fired generation is required to supply forward sale
commitments.

In a changing market environment, this hedging strategy may cause Power’s realized prices to be
materially different than current market prices. At the present time, some of Power’s existing contractual
obligations, entered into during lower-priced periods, are anticipated to result in lower margins than would
have been the case if no or little hedging activity had been conducted. Alternatively, in a falling price
environment, this hedging strategy will tend to create margins in excess of those implied by the then current
market.

Overview and Future Qutlook

During 2007, Power continued to benefit from strong energy markets and sustained strong performance
of its generating facilitics. Going forward, Power expects continued strong margins as higher prices for its.
nuclear and coal-fired generation output are realized due to the rolling nature of its forward hedge positions
and the expiration of older lower-priced power contracts.

In the electricity markets where Power participates, the pricing of electricity can vary by location. For
example, prices may be higher in congested arcas due to transmission constraints during peak demand
periods, reflecting the bid prices of the higher cost units that are dispatched to meet demand. This typically
occurs in the eastern portion of PJM, where many of Power’s plants are located. At various times, depending
upon its production and its obligations, these price differentials can serve to increase or decrease Power’s
profitability.

In PJM, the Reliability Pricing Madel (RPM) provides generators with capacity payments for the
reliability provided by their respective facilities. The Forward Capacity Market (FCM) in the New England
Power Pool provides for similar reliability-based capacity payments. The FERC has approved the market
changes in each of these markets, beginning on June 1, 2007 for the RPM transition period and on December
1, 2006 for the FCM transition period.

In October 2007, Power initiated planning activitics with respect to the construction of 300 MW to 400
MW of new gas-fired pcaking capacity that could be available to bid into PIM’s RPM base residual auctions
in 2008. Power estimates that the cost of this new construction could range from $250 million to $350 million.
Power has requested that PIM perform feasibility studies to determine the system impact of adding
incremental gas-fired capacity at some of its existing generating stations located in the constrained Eastern
MAAC reliability region. Power’s final decision whether or not to proceed with construction of any of these
units would depend on estimated capital and interconnection costs, available siting and Power’s ability to
meet environmental permitting requirements. The costs related to these unlts are included in Power’s
forecasted capital expenditures. :

Power is also currently exploring a number of other initiatives for potentiat growth or development such
as the possibility of supplying power directly to New York City from Power’s Bergen 2 generating facility or
the potential to build new nuclear generation. There is no guarantee that such initiatives will be achieved
since many issues would need to be considered, such as system reliability concerns, regulatory approvals and
construction or development costs. Power does believe it has reasonable opportunities to grow its business.

A key factor in Power’s ability to achieve its objectives is its ability 1o operate its nuclear and fossil
stations at sufficient capacity factors to limit the need to purchase higher-priced electricity to satisfy its
obligations. -Power’s ability to achieve its objectives will also depcnd on the continuatipn of reasonable
capacity markets. Power must also be able to effectively manage its construction projects and continue to
economically operate its generation facilitics under increasingly stringent environmental requirements,
including legislation, regulation and voluntary restrictions to address:
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+ the control of carbon dioxide emissions to reduce the effects of global climate change and greenhouse
2as;
» other emissions such as nitrogen oxide, sulfur dioxide and mercury; and

« the potential need for significant upgrades to existing intake structures and cooling systems at its larger
once-through cooled plants, including Salem, Hudson, Mercer, Sewaren, New Haven and Bridgeport,

Power has two large environmental back-end technology projects underway at its Mercer and Hudson
coal plants aggregating approximately $1.1 billion in capital costs. These projects are scheduled to be
completed by the end of 2010. Power is focused on completing these projects on schedule and, within the
established budgets, but faces many risks typically involved in managing large construction projects,-

In addition, with an increase in competition and market complexity and constantly changing forward
prices, there is no assurance that Power will be able to contract its output at attractive prices. While these
increases may have a potentially significant beneficial impact on margins, they could also raise any
replacement power costs that Power may incur in the event of unanticipated outages, and could also further
increase liquidity requirements as a result of contract obligations. For additional information on liquidity
requirements, see Liquidity and Capital Resources.

Power could also be impacted by a number of events, including regulatory or legislative actions favoring
non-competitive markets, energy efficiency initiatives, and regulatory policies favoring the construction of
rate-based transmission that may result in increased imports of generation, which may be subject to less
stringent environmental regulation, into areas served by Power’s generation assets. Further, some of the
-market-based mechanisms in which Power participates, including Basic' Generation Service (BGS) auctions
and RPM capacity payments, are at times the subject of review or discussion by some of the participants in
the New Jersey and federal regulatory and political arenas and the PJM market monitor. Power can provide
no assurance that these mechanisms will continue to exist in their current form for the foreseeable future,

PSE&G

PSE&G operates as an electric and gas public utility in New Jersey under cost-based regulation by the
New Jersey Board of Public Utilities (BPU) for its distribution operations and by the FERC for its electric
transmission and wholesale sales operations.

Consequently, the earnings of PSE&G are largely determined by the regulation of its rates by those
agencies. The BPU approved rate increases for gas delivery service in November 2006. Under the terms of
the settlement of its electric and gas basé rate cases, PSE&G is required to file jointly for any gas and electric
petition for future base rate increases and no base rate changes may become effective before November 15,
2009.

Overview and Future Outlook

In February 2007, the BPU approved the results of New Jersey’s annual BGS-Fixed Price (FP) and
BGS-Commercial and Industrial Energy Price auctions and PSE&G successfully secured contracts to provide
the electricity requirements for the majority of its customers’ needs.

The Governor of New Jersey has directed the BPU, in partnership with other New Jersey agencies, to
develop an Energy Master Plan (EMP) that reduces energy consumption while emphasizing. enecrgy
efficiency, conservation and renewable energy resources to meet New Jersey’s future encrgy demands
without increasing its reliance on non-renewable resources,

In conjunction with these efforts, on April 19, 2007, PSE&G filed a proposal with the BPU designed to
spur investment in solar power in New Jersey and meet energy goals under the EMP. Under the plan,
PSE&G would invest approximately $100 million over two years following BPU approval of the plan to help
finance the installation of solar systems throughout its service area. Under the Solar Energy Program,
PSE&G would loan money to customers in its electric service territory for the installation of solar
photovoltaic systems on the customers’ premises. The borrowers would repay the loans over a period of
either 10 vears (for residential customer loans) or 15 years (for all other loans) by providing PSE&G with
solar renewable energy certificates (SRECs). Borrowers also have the option to repay the loans with cash.
PSE&G has proposed that it be allowed to earn a fair return on and of its investment, and fully recover its
administrative costs to implement the Solar Energy Program, through its regulated rates.
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If approved by the BPU, the initiative could begin in the second quarter of 2008 and support 30 MW of
solar power in the following two years, fulfilling approximately 50% of the BPU’s Renewal Portfolio
Standard requirements in PSE&G’s service area for energy years 2009 and 2010. On July 12, 2007, the BPU
established a schedule for consideration of this proposal. PSE&G has held a series of stakeholder meetings to
discuss program details with interested parties. Settlement discussions are ongoing, with a BPU decision
expected in early 2008. The outcome of this proceeding cannot be predicted at this time.

On June 8, 2007, PSE&G endorsed the construction of three new 500 kV transmission lines intended to
significantly improve the reliability of the electrical grid serving New Jersey customers. On June 22, 2007,
PIM’s Board of Managers approved construction of one of the proposed lines and assigned construction
responsibility to PSE&G, Pennsylvania Power and Light and FirstEnergy Corporation (FirstEnergy) for their
respective service territories. On October 9, 2007, PJM provided a formal letter notification to PSE&G
identifying PSE&G as the responsible party for the construction of both its portion of the new line and the
portion originally assigned to FirstEnergy in New Jersey. The estimated cost of PSE&G’s portion of this
construction project is between $600 million and $650 million. PSE&G’s costs will go into transmission rate
base, subject to regulatory approval, and can be expected to have a positive impact on revenues and carnings
for PSE&G. In addition, the U.S. Department of Energy has now designated the Mid-Atlantic Area
Corridor, which encompasses all of New Jersey, as a National Interest Electric Transmission Corridor to
which the FERC back-stop eminent domain authority will attach.

The two other lines which PSE&G has endorsed have not yet been submitted to PIM for approval, as
required by PIM rules, but PSE&G believes that construction of these lines, which would follow existing
transmission rights-of-way, are needed to enhance the reliability of the transmission system. ‘

PIM has proposed significant changes to the rules establishing how economic transmission gets built
within PIM. Economic transmission is transmission that is being built to reduce economic congestion on the
system, as congestion can result in higher electricity prices paid by consumers located within congested areas.
PJM proposes to forecast congestion levels well into the future and to use these forecasts as the basis for
determining the benefits of an economic transmission project. PIM’s proposal is focused on rate-based rather |
than market conditions solutions. Power and PSE&G have actively participated in the FERC proceeding that
is still considering the specifics of PJM’s proposal. .

On June 1, 2007, new electric BGS-FP rates went into effect w1th an expected increase of approximately
12% to remdentlal customers’ bills. There was no change to the BGSS residential rate during 2007,

As a result of the February 2008 auction new BGS-FP rates will increase the average residential
customers’ bill by approximately 129% effective June 2008.

The risks to PSE&G’s business generally relate to the treatment of the various rate and other issues by
the state and federal regulatory agencies, specifically the BPU and the FERC. PSE&(’s success will depend,
in part, on its ability to attain a reasonable rate of return, continue cost containment initiatives, maintain
system reliability and safety levels, continue recovery of the regulatory assets it has deferred and attain an
adequate return on the investments it plans 10 make in its electric and gas transmission and distribution
system and the level of recovery of distribution revenues in light of customer demand and conservation
efforts. Also, PSE&G’s recent incentive rate treatment request-for the Susquehanna-Roseland line and
classifying the new 69 kV facilities as transmission would result in 1mpr0vemenls in rellablllty and more
expeditious rate treatment for these facilities. :

The FERC’s ruling regarding PJM long-term transmission rate design, which remains subject to
rehearing, benefits PSE&G custormers by preserving lower rates than would likely be in effect under
proposed rate design modifications. Since PSE&G earns no margin on the commodity portion of its electric
and gas sales through tariff agreements, thére is no anticipated commodity price volatility for PSE&G:
however, commeodity costs continue to put upward pressure on customer charges.

Global

Overview and Future Outlook
Global has reduced its international risk by monetizing the majority of its international investments.
On October 17, 2007, Global closed on the sale of its interests in Electroandes S.A. (Electroandes), its

180 MW hydro-electric generation and transmission company in Peru to a wholly owned subsidiary of
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Statkraft Norfund Power Invest (SN Power) of Norway for-a total purchase price of approximately $390
million (subject to working capital and other adjustments), including the assumption of approximately $108
million of debt. After-tax net cash proceeds, including dividends paid prior to closing, were approx1mately
$220 million.

On December 14, 2007, Global closed on the sale its 50% ownership interest in Chilquinta Energia S.A.
(Chilquinta), an electric distribution company in Chile, and its 38% ownership of Luz del Sur S.A.A. (LDS),
an electric distribution company in Peru to a subsidiary of AEI (formerly Ashmore Energy International), for
approximately $685 million. After-tax net cash proceeds were approximately $480 million. '

On December 18, 2007, PSEG announced its intention to sell its equity interest in the SAESA Group.
The SAESA Group is Global’s largest remaining international investment, consisting of four dlstnbutlon
companies, one transmission company and a generation facility located in Chile.

For additional information on Electroandes, Chilquinta, LDS and SAESA, see Note 4. Discontinued
Operations, DlSpOSlthnS Acquisitions and Impairments.

Domestically, Global has investments in power producers. that own and operate elecmc generatlon in
Texas, California and Hawaii, with smaller investments in New Hampshire and Pennsylvania. Global expects
these operations to continue to perform well and provide the opportunity for growth. As a merchant
generation business with a load-following asset profile, Global’s largest domestic investment is.in two
generating facilities in Texas, and, as such, its success will be driven by the efficient operation of those plants
and by changes in market conditions, particularly projected market heat rates and weather. Global seeks to
sell its output from its Texas facilities by entering into a mix of contracts consisting of standard on-peak
calendar transactions and structured contracts normally selling forward 30% to 50% of its available capacity
with the balance sold during the year and in the daily balancing and ancillary service markets. Global’s
results from its. investments in Texas are also impacted by the recognition of unrealized mark-to-market
(MTM)} gains and losses on fixed-price contracts that expire in 2010. !

Beginning in December 2008, the Electric Reliability Council of Texas (ERCOT) will transition' from a
zonal market to a nodal wholesale market. The redesigned grid will consist of more than 4000 nodes
replacing the current four congestion management zones. The implementation of the nodal market des1gn is
expected to deliver improved price signals, improved dispatch efficiencies and direct assignment of local
congestion. PSEG is currently evaluating the potennal impact this-change will have on its Texas generation
facilities, _ .

Global is also continuing to explore options for monetizing its other remaining international investments
in Italy, Venezuela and India, which total approximately $123 million. In June 2007, Global restarted
Bioenergie S.p.A.’s (Bioenergie} San Marco biomass generation facility after a seven-month outage due to a
pending criminal investigation regarding allegations of violations of the facility’s air permit. With respect to
Global’s investment in Turboven Company Inc. {Turboven), Global recently entered into preliminary
valuation discussions with the government of Venezuela as part of the nationalization efforts which are
ongoing. Based upon a recent review of the circumstances, an impairment charge of $7 million, after-tax, was
recorded in September 2007 to further write down Global’s Venezuelan investments. No assurances’' can be
given as to whether Global can recover the current book value of the investments in Venezuela. Global’s
investment in India is currently more stable than in prior years as evidenced by dividend payments of $6
million in 2007 and $2 million during 2006. The value of Global’s investment in PPN Power Generating
Company Limited (PPN), India was adjusted down by $2 million, after-tax, ‘to reflect the estimated current
market value of PPN.

Global is pursuing the potential development of wind, biomass and Solar pro;ects primarily in PSEG’s
core markets.

Resources ‘ :

Overview and Future Qutlook

Resources primarily has invested in energy-related leveraged leases. Resources is focused on maintaining
its current investment portfolio and does not expect to make any new investments. Resources’ future
performance is subject to tax risks related to its lease transactions. See Note 12. Commitments and
Contingent Liabilities for further discussion, '
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PSEG faces significant risk at Resources related to the tax treatment of uncertain tax positions which
was impacted by new accounting guidance under FIN 48, “Accounting for Uncertainty in Income Taxes—an
interpretation of FASB Statement 109” (FIN 48) and FASB Staff Position No. FSP 13-2, “Accounting for a
Change or Projected Change in the Timing of Cash Flows Relating to Income Taxes Generated by a
Leveraged Lease Transaction” (FSP 13-2), both of which were effective as of January 1, 2007. This new
guidance also teduced PSEG’s earnings by approximately $30 million in 2007 as compared to 2006.
Resources’ future earnings could also be impacted by changes to uncertain tax positions as determined by
changes in substantive tax law and tax audit results, including resclution of tax audit claims associated with its
leveraged lease transactions. See Note 2. Recent Accounting Standards and Note 12. Commitments and
Contingent Liabilities for further discussion.

RESULTS OF OPERATIONS
Earnings (Losses)
Years Ended December 315

07 206 2008
(Millions)

V= OO S '$ 949 . $515 §$434

PSE&G.......coovveeenin. et teeiae e PO - 380 265 ‘348

GlObAL (A oot g 31 (84) 63

Resources. ............ ettt eeeeeeaer et aaaaaas e " 58 63 92

Other(B) ... e (99) (80)  (100)

PSEG Income from Continuing Operations................................ 1,319 . 679 837
Income {Loss) from Discontinued Operations, including Gain (Loss) on .

DISPOSAI(C) .+ttt e 16 - 60 (159)
Cumulative Effect of a Change in Accounting Principle(D) .................... — — a7
PSEG Net Income. .. ..................... e e . $1335  $739 § 661

Eamings Per Share (Diluted)
Years Ended December 31, -
. 07 6 2005
PSEG Income from Continuing Operations PO PP $259 5134 517
Income (Loss) from Discontinued Operations, including Gain (Loss) on .

Disposal(C) ....ovei e 0.03 0.12 (0.33)
Cumulative Effect of a Change in Accounting Principle(E)..................... — - (0.03)
PSEG Net Income. ........... ST PP PP PP .. 8262 $146  $135

(A) Global’s Income from Coﬁtinuing Operations for 2007 includes the after-ta.xl loss of $23 million resulting
from the sale of Chilquinta and LDS and for 2006 includes the $178 million after-tax loss on the sale of
Rio Grande Energia S.A. (RGE). )

(B) Other activities include non-segment amounts of PSEG (as parent company) and its subsidiaries and
intercompany eliminations. Specific amounts include interest on certain financing transactions and
certain administrative and general expenses at PSEG and Energy Holdings (as parent companies).

(C) Includes Discontinued Operations of Lawrenceburg, the SAESA Group and Electroandes in 2007, 2006
and 2005 and Elektrocieplownia Chorzow Elcho Sp. Z o¢.0. (Elcho) and Elektrownia Skawina SA
(Skawina) in 2006 and 2005 as well as the gain on the sale of Electroandes in 2007, the gains on the sales
of Elcho and Skawina in 2006 and the loss on the sale of Waterford in 2005. See Note 4. Discontinued
Operations, Dispositions, Acquisitions and Impairments. .«

(D)} Relates to the adoption in 2005 of FASB Interpretation’ (FIN) No. 47, “Accountmg for Conditional
Asset Retirement Obligations.” (FIN 47). See Note 3. Asset Retirement Obligations.
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PSEG . : C |
For the Years ) I

Ended December 31, 2007-vs 2006 2006 vs 2005
Increase Increase’
2007 . 39,26_ - _29@ (Decrease) % (Decrease) %

. . {Millions) (Millions) _ (Miltions)
Operating Revenues..................... $12,853 $11,762 $11,849  $1,091 9 $ (87) (1)
Energy Costs......... e $6523 $6553 $68%2 § (30) NA  $(329) (5)
Operation and Maintenance............. T $2419 $2221 $2224 0§ 198 9° $ (3) NA
Write-down of Assets ................... $ 16 $ 318 § — §$(302) (95 $318] i N/A
Depreciation and Amortization ......... $ 78 § 811 § 714 § (28) 3 $ 97 14
Income from Equity Method

Investments.............oovvuiviinnn $ 116 $§ 120 § 124 $ @ (3 $ (4)! 3)
Other Income and Deductions .......... $ 23§ 8 § 144 § (65 (74 §(56) (39)
Interest EXpense .........covvvvnieennnn.. $ (729) $ (791) § (766) $ (62) 8 § 25° 3
Income Tax Expense.................... $(1,060) $ (460) $ (549) §$ 600 N/A  $ (89)  (16)
Income (Loss) from Discontinued '

Operations, including Gain (Loss) on.

Disposal, netof tax................... $ 16 $ 60 $ (159 § (44) (73) §$219'" N/A
Cumulative Effect of a Change in , .

Accounting Principle, net of tax ...... $ — $ — 8 7 $ an NA § 17 NA

PSEG’s results of operations are primarily comprised of the results of operations of its operating
subsidiaries, PSE&G, Power and Energy Holdings, excluding changes related to intercompany transactions,
which are eliminated in consolidation. It also includes certain financing costs at the parent company. For
additional information on intercompany transactions, see Note 21. Related-Party Transactions. For a
discussion of the causes for the variances at PSEG in the table above, see the discussions for Power, PSE&G
and Energy Holdings that follow. |

Power - . S . .

For the year ended December 31, 2007, Power had Net Income of $941 million, an increase of $665
million as compared to the year ended December 31, 2006. Excluding the Losses from Discontinued
Operations of Lawrenceburg of $8 million and $239 million in 2007 and 2006, respectively, Income from
Continuing Operations for the year ended December 31, 2007 was $949 million, an increase of $434: million
as compared to 2006. The primary réasons for the increase in Income from Continuing Operations were
higher prices realized from new contracts, including BGS contracts, combined with higher sales volumes and
lower generation costs. Improved margins and higher sales volumes under the BGSS contract due to a colder
-winter heating season and more favorable fuel pricing in 2007 also contributed to the increase. The increase
in Income from Corltmumg Operations also included the recognition of non-trading MTM losses of $6
million, after-tax, in 2007 as compared to $1 million of after-tax MTM losses in 2006. .

For the year ended December 31, 2006, Power had Net Income of $276 miilion, an increase of $84
million as compared to the year ended December 31, 2005. Excluding Losses from Discontinued Opérations
of Lawrenceburg and Waterford of $239 million and $226 million in 2006 and 2005, respectwely, and a $16
million charge recorded for the cumulative effect adjustment of adopting FIN 47 in 2005, Income from
Continuing Operations was $515 million for the year ended December 31, 2007; an increase of $81 million as
compared to 2006. The increase primarily resulted from higher BGS contract prices and higher sales volumes
in the various power pools, supported by improved nuclear operations and the commencement of commercial
operations at Linden in May 2006 and at’the Bethiehem Energy Center (BEC) in July 2005 and lower
generation costs due to lower pool prices and lower demand under BGS contracts. Power also had lower non-
trading losses, which were approximately $1 million in 2006 as compared to $8 million in 2005. Power’s
increased earnings were partially offset by reduced margins on BGSS, as market prices for natural gas
declined from historically high price levels experienced in the second half of 2005 while the cost of gas in
inventory was reasonably stable, and lower demand in 2006 due to a warmer winter heating system and
customer conservation. Power’s 2006 earnings were also affected by a $44 million pre-tax write-down of four
gas turbines, which were sold in April 2007, a $30 million after-tax decrease in Income from the Nuclear
Decommissioning Trust {NDT) Funds and higher Operation and Maintenance Costs, Depreciation and
Amortization and Interest Expense related to operation of the Linden and BEC facilities.
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The year-over-year detail for these variances for these periods are discussed in more detail below:

For the Years :
Ended December 31, 2007 vs 2006 2006 vs 2005

Increase Increase
2007 2006 2005 (Decrease) % (Decrease) %
T (Milliens) ___ (Millionsy  (Millions)
Operating Revenues....................... $6,796  $6,057 $6,027  §$ 739 12 § 30 N/A
Energy CostS .. .vuuiiiniiiiiiiinniiiia., $3.975 $3955 %4266 § 20 1 $(311) 7
Operation and Maintenance....... ST $1001 $ 958 § 939 § 43 4 319 _
Write-Down of ASSets..................... $ — $ 4 $§ — $(44) (100) $ 44 NA
Depreciation and Amortization............ $ 140 §$ 140 $ 114 §$§ — NA § 26 23
Other Income and Deductions ............ $ 69 § 66 $ 144 § 3 5 §$(78) (54)
Interest EXPENSE ...ovvunereeeeniinneennns $(159) $(148) $(100) $ 11 7 $ 48 48
Income Tax Expense..............coveunn. $(641) $(363) $(318) $278 77 § 45 14
Loss from Discontinued Operations,
including Loss on Disposal, net of tax .. $ (8) $(239) §(226) $(231) 97y § 13 6
Cumulative Effect of a Change in S
Accounting Principle, net of tax......... $ — $ — $ (6) § — NA § 16 NA

Operating Revenues

The $739 million increase for the year ended December 31, 2007 as compared to 2006 was due to
increases of $416 million in generation revenues and $349 million in gas supply revenues, which were partially
offset by $26 million in lower trading revenues. .

The $30 million increase for the year ended December 31, 2006 as compared to 2005 was due to
increases of $238 million in generatlon revenues and $27 million 'in tradmg revenues, which were partially
offset by a decrease of $235 million in gas supply revenues.

Generation

The $416 million increase in generation revenues for the year ended December 31, 2007, as compared to
2006, was primarily due to higher revenues of $355 million from higher prices on BGS fixed-price contracts.
Also contributing to the increase was $149 million from higher capacny prices resulting from the changes in
the capacity markets in PJM and Connecticut, which resulted in $47 million in reduced RMR revenues in
these markets. Power also had increased revenues resulting from more generation being sold into the various
pools in which it operated following the expiration of certain of its wholesale power contracts. The increased
revenues from sales into the various pools offset the reduction in wholesale contract revenues,

The $238 million increase in generation revenues for the year ended December 31, 2006, as compared to
2005, was primarily due to an increase of $238 million from higher sales volumes in the various power pools,
supported by improved nuclear operations and the commencement of the commercial operations of Linden
in May 2006 and BEC in July 2005, partially offset by lower pool prices. Also contributing to the increase was
$92 million of higher BGS contract revenues due to higher contract prices which were partly offset by a
reduction in load being served under the fixed-price BGS contracts and termination of BGS hourly contracts
in May 2006. The increases were partially offset by a decrease of $58 miilion due to certain wholesale
contracts ending in 2005 and carly 2006 and $33 million of unrealized losses on asset-backed electric forward
contracts.

Gas Supply

The $349 increase in gas supply revenues for the year ended December 31, 2007, as compared to 2006,
includes $248 million resulting from higher sales volumes under the BGSS contract, largely due to colder
average temperatures in the 2007 winter heating season. The increase was also attributable to the recognition
of gains of $69 million on financial hedging transactions. The remaining increases were primarily due to
increased pricing and volumes sold to other gas distributors and increased revenues received for balancing
and storage due to higher sales volumes and higher tariff rates that became cffective in January 2007.

The $235 million decrease in gas supply revenues for the year ended December 31, 2006, as compared to
2005, was primarily due to decreases of $334 million due to.lower demand under the BGSS contract in 2006
due to a warmer winter heating season and improved customer conservation in 2006 and $94 million in
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decreased prices.and gas volumes and pipeline capacity sold to other gas customers. The decreases were
partially offset by an increase of $188 million due to higher prices under the BGSS contract.

Trading

The $26 million decrease in‘trading revenues for the year ended December 31, 2007, as compared to
2006, was due mainly to the absence of gains related to emissions credits that were realized in 2006.

The $27 million increase in trading revenues for the year ended December 31, 2006, as compared {0
2005, wa$ principally due to higher realized gains related to emissions credits.

Operating Expenses

Energy Costs ‘

Energy Costs represent the cost of generation, which includes fuel purchases for generation as well as
purchased energy in the market, and gas purchases to meet Power’s obhganon under its BGSS contract with
PSE&G.

The $20 million increase for the year ended December 31, 2007, as compared to 2006, was due to a $247
million increase in gas costs offset by a decrease of $227 million in generation costs. The increase in gas costs
reflected a $245 million increase due to a higher volume of gas sold to satisfy Power’s BGSS obligations and
an increase of $16 million due to the recognition of losses in 2007 coupled with gains in 2006 related to
financial hedging transactions. The decrease in generation costs reflected decreases of $275 million due to
lower pool purchases, primarily resulting from reduced load obligations in Connecticut following the
expiration of a wholesale power contract in 2006, combined with $61 million in lower congestion and
transmission costs. These decreases were partially offset by an increase of $154 million due to higher volumes
of fuel purchases, primarily natural gas, as these units ran more during 2007. |

The $311 million decrease for the year ended December 31, 2006, as compared to 2005, was pfimarily
due to decreases of $267 million from lower pool prices and lower demand under BGS contracts, $144 million
from a reduced volume of gas purchased to satisfy Power’s BGSS obligations, partially offset by higher gas
prices related to inventory for the 2005/2006 winter heating season, and $58 million due to favorable pricing
of fuel-related asset-backed transactions in 2006. These decreases were partially offset by $80 million of
losses realized on gas hedges in 2006, an increase of $42 million in fuel costs and an increase of $35 million in
transmission fees, The increase in fuel costs was largely due to higher volumes of gas purchased to meet
increased production by the gas-fired plants, including Linden and BEC, and higher oil prices, partially offset
by lower gas prices during 2006 and a lower volume of oil purchases due to reduced running times of certain
of the oil-fired plants in 2006.

Operation and Maintenance

The $43 million increase for the year ended December 31, 2007, as compared to 2006, was principally
due to costs incurred in 2007 related to various maintenance projects at certain fossil stations, mainty Hudson
and Mercer.

The $19 million increase for the year ended December 31, 2006, as compared to 2005, was principally
due to higher maintenance costs of $60 million related to certain of the fossil plants and scheduled outages at
the nuclear units. These increases were partially offset by the absence of a $14 million restructuring charge
recorded in 2005 related to Nuclear’s workforce realignment plan, a decrease of $10 million in payroll and
benefits due to a reduction in employees and a decrease of $14 million in fees paid to Serv1ces for
information technology and various administrative services.

Write-Down of Assels

The $44 million write-down of assets recorded in 2006 related to four turbines for which Power had no
immediate use and which Power sold in April 2007. For additional information, see Note 4 Dlscontmued

Operations, Dispositions, Acquisitions and Impairments. . '
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Depreciation and Amortization

~ There was no material change in Depreciation and Amortization for the year ended December 31, 2007
as compared to 2006. The $26 million increase for the year ended December 31, 2006, as compared to 2005,
was primarily due to the Linden and BEC plants being placed into service in May 2006 and July 2005,
respectively.

' 5

Other Income and Deductions

The $3 million increase in Other Income and Deductions for the year ended December 31, 2007 as
compared to 2006 was principally due to increased realized income of $76 million related to the NDT Funds,
the absence of $14 million of penalties referenced below that were recorded in 2006 and increased interest
income of $13 million from short-term loans to PSEG (as parent company). These increases were partially
offset by increased realized losses of $34 million and increased charges of $58 million recorded in 2007 for
other-than-temporary” lmparrments related to the NDT Fund securities and the absence of $6 million of
expense reversals recorded in "2006 related to certain excess liability reserves.

The $78 million.decrease for the year ended December 31, 2006, as compared to 2005, was primarily due
to decreased net realized income of $29 million and increased realized losses of $19 million related to the
NDT Funds. Also contributing to the decrease were charges recorded in 2006 of $14 million for an other-
than-temporary impairment of certain -NDT Fund securities and $14 million for penaities related to
negotiations concerning environmental concerns and an alternate poilution reduction plan for Power’s
Hudson unit.

lnterest Expense

Interest Expense 1ncreased $11 million for the year énded December 31, 2007, as compared to 2006, due
primarily to an increase in interest expense of $20 million due to the reclassification of Interest Expense to
Discontinued Operations of the Lawrenceburg facility for year ended December 31, 2006 and through the
sale of Lawrenceburg in May 2007 combined with an $8 million increase due to lower capitalized interest in
2007 since the Linden construction was completed in May 2006. These increases were partially offset by the
absence of $10 million of interest expense in 2007 due to the maturity of the 6. 87% Senior Notes in April
2006, as well as decreases in interest incurred on lower average short-term borrowings from Enterprise and
lower commitment and letter of credit fees.

The $48 million increase for the year ended December 31, 2006, as compared to 2005, was due primarily
to lower capitalized interest costs in 2006 related to commencement of operations of the Linden and BEC

facilities.

Income Tax Expense , '

Income Taxes increased in both 2007 and 2006, primarily due to higher pre-tax income.

Loss from Discontinued Operations, inclurling Loss on Disposal, net of tax

On May 16, 2007, Power completed the sale of its Lawrenceburg generation facility. The sale price for
the facility and inventory was $325 million. The transaction resulted in an after-tax charge to Power’s
earnings of $208 million and was reflected as a charge to Discontinued Operations in the fourth quarter of
2006. Losses from Discontinued Operations of Lawrenceburg, not including the Loss of Disposal, were $8
million, $31 million and $28 million for the years ended December 31, 2007, 2006 and 2005, respectively.

On May 27, 2005, Power reached an agreement to sell its Waterford generation facility for $220 million
and recognized’ an estlmated loss on disposal of $177 million, net of tax, for the initial write-down of its
carrying amount of Waterford to its fair value less cost to sell. On September 28, 2005, Power completed the
sale of Waterford and recognized an additional oss of $1 million. Losses from Discontinued Operations of
Waterford not including the Loss ‘of Dlsposal were $20 million for thé year ended December 31, 2005.

See: Note 4. Dlscommued Operatlons Dispositions, Acquisitions and Impairments for additional
information. ;
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Cumulative Effect of a Change in Accounting Principle, net of tax

For the year ended December 31, 2005, Power recorded an after-tax loss in the amount of $16 fmil]ion .
due to the required recording of a liability for the fair value of asset-retirement costs primarily related to its
generation plants under FIN 47, which was adopted in December 2005.

PSE&G

For the year ended December 31, 2007, PSE&G had Net Income of $380 million, an increase of $115
million as compared to the year ended December 31, 2006. About $69 million of the increase was due to the
full year effect of the electric and gas base rate increases in Noveniber 2006. The return to a normal heating
load (degree days were 16% higher in 2007 compared to 2006} for gas and a 2% growth in electrlc sales
added $60 million to net income. Offsetting these increases was a less than 2% increase in controllable
Operation and Maintenance. !

For the year ended December 31, 2006 PSE&G had Net Income of $265 million, a decrease’ ‘of $83
million as compared to the year ended December 31, 2005. This decrease was primarily due to delayed
decisions in the electric and gas base rate cases combined with the decline in electric and gas delivery
volumes. In 2006, delivery volumes for gas and electric decreased 10% and 3%, respectively. The weather
was the primary cause of these declines with a drop of 16% in the number of degree days impacting gas. Gas
commodity prices were extremely high early in 2006, which also contributed to a further decline in weather
normalized sales. Thermal Heat Index hours were normal in 2006 but 18% less than 2005, neganve]y
impacting electric sales. '

The year-over-year detail for these variances for these periods are discussed in more detail below:

For the Years ) !

Ended December 31, 2007 vs 2006 2006 vs 2005

: Increase Increase!
2007 2006 2005 (Decrease) % {Decrease) %

. . (Millions) {Millions) (Millions)
Operating Revenues................ e $8,493  $7569 $7,514 $924 12 $ 55 . 1
Energy Costs ......viirereinianeeannan., $5,498 $4.884 $4756  $614 13 $128 . 3
Operation and Maintenance ............ L $1,308 81160 $1,151, $148 13§ 9. 1
Depreciation and Amortization.............. $ 591 $ 620 $ 553 $(29) 5y $67,7 12
- Other Income and Deductions............... $ 12 § 22§ 12 $(10y (45) $ 10, 83
Interest Expense........ e $(332) $(346) $(342) $(14) 4 3 4 1
Income Tax Expense ................oouvn.. $(257) $(183) $(235) §$ 74 40 $(52); (22)

Operating Revenues

PSE&G has three sources of revenue: commodity revenues from the sales of energy to customers-and in
the PJM spot market; delivery revenues from the transmission and distribution of energy through its system
and other operating revenues from the provision of various services.

PSE&G makes no margin on gas commodity sales as the costs are passed through to cust_omers. The
difference between the gas costs paid under the requirements contract for residential customers and the
revenues received from residential customers is deferred and collected from or returned to customers in
future periods. Gas commodity prices fluctuate meonthly for commercial and industrial customers and
annuaily through the BGSS tariff for residential customers. In addition, for residential gas customers
PSE&G has the ability to adjust rates upward two addmonal times and downward at any time, if warranted
between annual BGSS proceedings. : \

PSE&G makes no margin on electric commodlty sales as the costs are passed through to customers
PSE&G secures its electric commadity through the annual BGS auction. Electric commodity supply prices
are set based on the results of these auctions for residential and smaller industrial and commercial customers,
and are translated into seasonally-adjusted fixed rates. Electric supply for larger industrial and commercial
customers is provided at a rate principally based on the hourly PJM real-time energy price. Customers may
obtain their electric supply through either the BGS default electric supply service or through competitive
third-party electric suppliers, and the majority of the customers subject to hourly pricing are cuirently
receiving electric supply from third-party suppliers. Any differences between amounts paid by PSE&G to
BGS suppliers for electric commodity, and the amounts of electric commodity revenue collected from
customers is deferred and collected or returned to customers in subsequent months.

i
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PSE&G also purchases electric commodity from several Non-Utility Generation (NUG) facilities which
is resold in the PJM market. Most of the NUG contracts are priced above market.under long-term contracts.
PSE&G recoups the difference in price through the Non-Utility Generation Clause (NGC).

The $924 million increase for the year ended December 31, 2007, as compared to 2006, was due to
increases of $613 million in commodity revenues and $301 million in delivery revenues, described below and
$10 million in other operating revenues, primarily related to appliance service contracts.

The $55 million increase for the year ended December 31, 2006, as compared to 2005 was due to
increases of $78 million in commodity revenues and $3 million in other operating revenues, offset by a
decrease of $26 million in delivery revenues. C

Commodity

The $613 million increase in commodity-related revenues for the year ended December 31, 2007, as
compared to 2006, was due to increases of $510 million and $103 million in electric and gas revenues,
respectively. The electric increase was due to $541 million in higher BGS revenues (higher auction prices of
$484 million plus increased sales of $57 million), $44 million in higher NUG prices, offset by-a §74 million
decrease in the NGC revenues ($78 million in lower prices due to a March 2007 rate change offset by $4
million in higher volumes). The gas increase was primarily due to $240 million in increased sales due to
weather offset by $137 million in lower BGSS prices.

The $78 million increase in commodity revenues for the year ended December 31, 2006, as compared to
2005, was due to an increase in electric commodity revenues of $213 million, offset by a decrease of $135
miltion in gas commodity revenues. The increase in electric revenues was due to $299 million in higher BGS
revenues (higher auction prices of $346 million offset by reduced sales of $47 million) offset by $85 million in
lower NUG revenues {lower prices of $82 million and by $3 million for lower volumes). The gas decrease was
due to $317 million in lower volumes due to weather and $58 million due to the expiration of the Third Party
Shopping Incentive Clause in July 2005. There was a corresponding $58 million increase in delivery revenues.
These were offsct by $240 miliion in higher BGSS prices.” : S

Delivery .

The $301 million increase in delivery revenues for the year ended December 31, 2007, as compared to
2006, was due to increases of $169 million and $132 million in electric and gas revenues, respectively. The
electric increase was due primarily to $83 million for increased SBC rates, $42 million in rate relief effective
November 9, 2006 and $44 million in increased sales and demands primarily due to weather. PSE&G retains
no margins from SBC collections as the revenues are offset in operating expenses below. The gas increase
was due to $67 million in increased sales primarily due to weather, $39 million due to the SBC rate increases
on November 1, 2006 and March 9, 2007 and $3! million due to rate relief effective November 9, 2006,

The $26 million decrease in delivery revenues for the year ended December 31, 2006, as compared to
2005, was due to a $27 million decrcase in gas offset by a $1 million increase in electric revenues. The gas
decrease was due to $101 million in lower volumes primarily due to weather offset by-$74 million in increased
prices, $58 million of which was due to the expiration of the Third Party Shopping Incentive Clause in July
2005, described above in commodity revenues, $8 million due to rate relief effective November 9, 2006 and
$8 million due to the SBC November 1, 2006 rate increase. The electric increase was due primarily to $13
million in higher securitization tariff rates and $8 million from a rate increase effective November 9, 2006,
offset by $20 million in lower volumes due to weather.

Operating Expenses

Energy Costs

The $614 million increase for the year ended December 31, 2007, as compared to the same period in
2006, was comprised of increases of $512 million and $102 million in electric and gas costs, respectively. The
electric increase was due to $453 million or 18% in higher prices for BGS and NUG purchases and $59
million or 2% in higher BGS volumes due to weather.-The gas increase was caused by a $239 million or 11%
increase in sales volumes due primarily to weather offset by $137 million in lower prices.

The $128 million increase for the year ended December 31, 2006, as compared to 2005, was comprised of
an increase of $211 million in electric costs offset by a decrease of $83 million in gas costs. The electric
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increase was caused by $255 million or 16% in higher prices for BGS and NUG purchases offset by $47
million in lower BGS volumes due to weather. The gas decrease was caused by a $362 million or 17%
decrease in sales volumes due to weather and $8 million due to the expiration of the Gas Cost Underrecovery
Adjustment clause in January 2005, offset by $287 million or 11% in higher prices.

Operation and Maintenance

The $148 million increase for the year ended December 31, 2007, as compared to 2006, was due
primarily to increased SBC expenses of $132 million, resulting from rate increases in November 2006 and
March 2007, increased payroll of $16 million, a higher reserve for injuries and damages of $10 million'and $5
million for outside services. Offsetting the increases was $19 million in lower pension expense. The increased
SBC expenses were offset in delivery revenues with no impact on net income.

The $9 million increase for the year ended December 31, 2006, as compared to 2005, was dut; to $9
million in increased labor and fringe benefits due to increased wages and Other Postretirement Benefits costs
and $7 million in increased bad debt expense. These increases were offset by decreases of $3 million in
injuries and damage claims and $2 million in write offs and $2 million in Net Operating Loss purchases.

i

Depreciation and Amortization . . ‘ .

The $29 million decrease for the year ended December 31, 2007, as compared to 2006, was due primarily
to decreases of $30 million due to revised plant depreciation rates and $11 million due to lower cost of
removal rates, hoth resulting from the November 2006 rate case. Also contributing to the decrease was $8
million due to software previously amortized in 2006. This was offset by increases of $11 million due to
amortization of regulatory assets and $9 million due to additional plant in service.

The $67 million increase for the year ended December 31, 2006, as compared to 2005, was comprised of
increases of $70 million from the expiration of an excess depreciation credit, $6 million due 10 amortization
of regulatory assets and $3 million due to additional plant in service. These increases were offset by decreases
of $5 million due to revised plant depreciation and cost of removal rates, $3 million due to software
amortization and $3 million due to the amortization of the Remediation Adjustment Clause.

Other Income and Deductions

The $10 million decrease for the year ended December 31, 2007, as compared to 2006, was due primarily
to a $7 million reduction in income tax gross-ups on contributions in aid of construction (CIAC). CIAC is
taxable and PSE&G recognizes the gross-up as income when collected. Also contributing to the decrease was
$2 million in lower investment income and $1 million in increased donations.

The $10 million increase for the year ended December 31, 2006, as compared to 2003, was due to an $8
million income tax gross-up on CIAC in 2006. CIAC are taxable and PSE&G recognizes the gross-up as
income when collected. Also included are increases of $1 million of short-term interest income and $1 rlnillion
in gains on the sale of excess property.

Interest Expense

The $14 million decrease for the year ended December 31, 2007, as compared to 2006, was due primarily
to lower interest expense of $12 million related to settlement of IRS Audits in 2006 and lower interest on
regulatory clauses of $7 million, offset by $5 million in increased long-term debt due to new debt issuances in
December 2006 and May 2007.

Income Tax Expense

The $74 million increase for the yeaf ended December 31, 2007, as compared to 2006, was primarily due
to $77 million on higher pre-tax income offset by $3 million in various tax adjustments and tax credits.

The $52 million decrease for the year ended December 31, 2006, as compared to 2005, was due to $55
million on lower pre-tax income offset by $3 miilion in various flow-through adjustments.
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Energy Holdings

For the year ended December 31, 2007, Energy Holdings had Net Income of $81 million, a decrease of
$194 million as compared to the year ended December 31, 2006. Excluding Income from Discontinued
Operations of $24 million and $299 million for the years ended December 31, 2007 and 2006, respectively,
Income from Continuing Operations for the year ended December 31, 2007 was $57 million, an increase of -
$81 million as compared to 2006. The primary reason for the increase was the absence of the $178 million
after-tax loss on the sale of RGE in 2006 which was partially offset by the after-tax loss of $23 million
resulting from the sale of Chilquinta and Luz Del Sur in December 2007. The increase was also offset by
lower operational earnings at PSEG Texas driven by lower generation at the plants and lower mark-to-
market earnings which were $16 million, after-tax, in 2007 as compared to $29 million, after-tax, in 2006, due
to increased future spark spreads caused by strengthening of forward curves for 2008 and beyond; lower
operational earnings at Bioenergie in Ttaly largely due to sequestration and shut-down in early 2007; losses
recorded on the early retirement of debt in December 2007; and lower leveraged lease income at Resources.

For the year ended December 31, 2006, Energy Holdings had Net Income of $275 million, an increase of
$61 million as compared to the year ended December 31, 2005. Excluding Income from Discontinued
Operations of $299 million and $67 million for the years ended December 31, 2006 and 2003, respectively, the
Loss from Continuing Operations was $24 million for the year ended December 31, 2006, a decrease in
carnings of $174 million as compared to 2005. The primary reason for the decline was the $178 million after-
tax loss on the sale of RGE. The decreases were also due to the absence of an after-tax gain of $43 million
from the sale of Resources’ leveraged lease investment in Generation Station Unit 2 (Seminole) in December
2005. The decreases were partially offset by strong operations at PSEG Texas combined with $29 million of
after-tax mark-lo-market gains on forward gas contracts in 2006 as compared to $3 million of after-tax MTM
losses in 2005 at PSEG Texas.

The year-over-year detail for these variances for these periods are discussed in more detail below:

For the Yeurs

Ended December 31, 2007 vs 2006 2006 vs 2005
. Increase Increase
2007 2006 2005 (Decrease) % (Decrease) %
T (Miliens)  (Milions)  (Millions)
Operating Revenues ..................... .. $968 $955 $987 § 13 1 $(32) 3
Energy COstS. ..\ vmeeeeeeeeenaannnneenn. $450 $523 $517 $(73) (14 §$ o6 1
Operation and Maintenance................. $139 §$132 §$157 § 7 5 $(25) (16)
Write-Down of Assets .........ooviiniinnnn $ 16 $274 $ —  $(238) 94y $274  N/A
Depreciation and Amortization ............. $ 38 §$ 32 $29 § 6 19 $ 3 10
Income from Equity Method Investments... $116 $120 $124 § (4) 3 § @ (3)
Other (Deductions) and Income ............ $(26) $ 15 § (4 $¢41) NA $ 19 N/A
Interest EXpense ............oooeeeeeeaannn: $(153)  $(185)  $(195) 8 (32) (17)  $(10) (5)
Income Tax (Expense) Benefit.............. $(207) $ 33 $(58) $240 NA $(91)° N/A
Income from Discontinued Operations,
including Gain on Disposal ............... $ 24 $299 § 67  $(275) (92)  $232 N/A

The classification of the results of Global’s investments is dependent upon Global’s ownership
percentage in the underlying investment which determines whether the investment is consolidated or if it is
accounted for under the equity method of accounting. Global owns 100% of PSEG Texas and 85% of
Bioenergie. As a result, the revenues, expenses, assets and liabilitics of those investments are consolidated.
Global's investments in Chilquinta and Luz del Sur, which were sold in December 2007, as well as its
investments GWF Energy LLC (GWF), Kalacloa Partners L.P. (Kalaeloa) and several other smaller
investments are accounted for under the equity method of accounting. Therefore, Global’s share of the net
income from these projects is recorded as Income from Equity Method Investments on the Consolidated
Statements of Operations. The results for SAESA and Electroandes are included in Discontinued Operations
for all pericds presented. -

Operating Revenues

The increase of $13 million for the -year ended December 31, 2007, as compared to 2006, was due to
higher revenue at Globai of $30 million. The increase at Global was primarily due to a pretax gain recorded
on the sale of Chilquinta and Luz del Sur of $146 million that was largely offset by a reduction in generation
revenues at PSEG Texas of $114 million. This decrease at PSEG Texas was largely due to reduced electricity
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sales of $80 million, coupled with lower MTM gains on electricity of $42 million, which were partially offset
by a slight price increase in 2007 which generated an increase of $8 million. PSEG Texas had lower
generation primarily due to cooler spring and summer weather in 2007 and also due to forced outages at the
Odessa and Guadalupe facilities. The lower MTM gains were largely driven by strengthening of forward
curves for 2008. The increases at Global were partially offset by lower revenues at Resources of $17 million
primarily due to the effect on leverage leases from the adoption of FIN 48 and FSP13-2. '

The decrease of $32 million for the year ended December 31, 2006, as compared to 2005, was'due to
lower revenues at Resources of $73 million primarily due to the absence of a $71 million pre-tax gain from
the sale of Resources’ interest in Seminole Generation in December 2005 coupled with the absence of $20
million of leveraged lease income in 2006 due to the Seminole sale, partially offset by a $21 million write-off
of a leveraged lease investment with United Airlines in 2005. The decrease at Resources was partially offset
by higher revenues at Global of $41 million, which was primarily related to a $79 million increase at PSEG
Texas due to higher unrealized gains on forward contracts which were slightly offset by a reduction in gas
sales and a $24 million increase due to the consolidation of Bioenergie. These increases were partly offset by
a $37 million decrease due to the absence of a gain from withdrawal from the Eagle Point Cogeneration
Partnership in the prior year and the absence-of $20 million of revenue due to the deconsolidation of Dhofar
Power Company 5.A.0.C.

Operatfng' Expenses

Energy Costs

The decrease of $73 million for the year ended December 31, 2007, as compared to 2006, was primarily
due to lower consumption driven by lower generation at PSEG Texas, including $42 million for lower fuel
consumption, $22 million in reduced MTM costs on gas purchases driven by improvement of future spark
spreads for 2008 and beyond and an $8 mllhon reducnon in purchased power costs.

The increase of $6 million for the year ended Deccmbcr 31, 2006, as compared to 2005, was primarily
due to an $8 million increase due to the consolidation of Bioenergie in May 2006, partially offset by a $5
million decrease related to the deconsolidation of Dhofar Power.

Operation and Maintenance

The increase of $7 million for the year ended December 31, 2007, as compared to 2006, was primarily
due to an increase of $12 million at Global driven largely by higher legal expenses of $4 million at Bioenergie
(mainly in the early part of 2007 for resolution of legal issues): selling expenses of $6 mitlion for the 'sale of
equity method investments; and $5 ‘million higher outage expenses at PSEG Texas. Global’s increase was
partially offset by decreases in gencral and administrative expenses at Resources and Energy Holdmgs
{parent).

The decrease of $25 million for the year ended December 31, 2006, as compared to 20035, was primarily
due to a reduction of $9 million at Resources, mainly due to a reduction of operating lease expense and a $10
million reduction at Global, primarily due to a $9 million decrease at PSEG Texas. Also contributing to the
decrease was a $4 million reduction in administrative expenses related to lower corporate assessments; wages
and benefits, and legal and consulting expense. :

Write-Down of Assets

The $16 million write-down of assets in 2007 was primarily related to an additional $12 million pre-tax
impairment recorded on Global’s generation projects in Venezuela based on Global’s estimated market
valuation of these investments. Global also recorded an impairment loss of $4 million pre-tax on its
investment in PPN primarily related to Global’s estimated market valuation of that project.

The $274 million write-down of assets in 2006 was primarily related to a $263 million pre-tax loss on
Global’s sale of its 32% indirect ownership interest in RGE, $4 million pre-tax loss related to the sale of
Global’s interest in Magellan Capital Holdings Corporation, and a $7 million pre-tax loss on the impairment
of Global's generation projects in. Venezuela. See Note 4. Discontinued. Operations, Dispositions,
Acquisitions and Impairments..

'
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Depreciation and Amortization

The increase of $6 million for the year ended December 31, 2007, as compared to 2006, was primarily
due to the consolidation of Bioenergie in May 2006.

The increase of $3 million for the year ended December 31, 2006, as compared to 2005, was primarily
due to a $3 million increase at Resources and a $4 million increase related to the consolidation of Bioenergie
offset by a $4 million decrease resulting from the deconsolidation of Dhofar Power.

Income from Equity Method Investments

The decrease of $4 million for the year ended December 31, 2007, as compared to 2006, was primarily
driven by the earnings of $11 million due to asset sales of RGE and Salalah in 2006; lower earnings of $8
million caused by lower generation and partial shutdown in 2007 at Bioenergie’s equity investment and the
consolidation of Bioenergie from mid-2006; reduction in the income from Bridgewater for $3 million, mainly
due to the expiration of the Purchase Power Agreement (PPA) in August 2007; these were partially offset by
higher earnings at Chilquinta, LDS, GWF, Kalaeloa for a total of $17 million.

The decrease of $4 million for the year ended December 31, 2006, as compared to 2005, was primarily
driven by the absence of $12 million of earnings due to the sale of RGE in 2006 partially offset by the
absence of foreign currency losses in 2005 from Bioenergie of $8 million. .

Other Income and Deductmns

The decrease of $41 million for the year ended December 31, 2007, as compared to 2006, was prlmarlly '
due to a $35 million loss on the early retirement of debt resulting from the call for early redemption in
December 2007 of Energy Holdings’ 10% Senior Notes due 2009; lower interest income from PSEG of $9
million due to lower average intercompany debt balances and increase of $5 million in the fair value loss on
the Chilquinta swap at Global. These were partially offset by the income recorded for the settlement of the
Konya Hgin litigation of $9 million.

The increase of $19 million for the year ended December 31, 2006, as compared to 2005, was primarily
due to an increase in interest and dividend income of $10 million and lower losses in foreign currency
transactions due to favorable currency fluctuations mainly for Bioenergie operations in Italy.

Interest Expense

The decrease of $32 million for the year ended December 31, 2007, as compared to 2006, was mainly due
to lower interest expense of $22 million on senior notes at Energy Holdings due to October 2006 and
December 2007 redemptions, decrease in interest expense of $7 million due to Resources lower debt balance
and the reversal of the accrued interest for the IRS audits for the years 1994 to 1996 and lower interest
expense of $4 million at Global due to lower debt balance. '

The decrease of $10 million for the year ended December 31, 2006, as compared to 2005, was mainly due
to a decrease in Energy Holdings’ debt outstanding and a net decrease of $2 million resulting from the
consolidation of Bioenergie and the deconsolidation of Dhofar Power.

Income Tax Expense

The increase of $240 million for the year ended December 31, 2007, as compared to 2006, was prlmanly
attributable to $163 million of taxes recorded as a result of Global’s sale of Chilquinta and Luz del Sur; $21
million of tax expense resulting from the implementation of FIN 48 at Global; higher taxation at Resources
of $16 million due to higher pre-tax income and adjustment to FIN 48 tax reserves; and the absence of the
$93 million tax benefit obtained in 2006 on the impairment of RGE. These were partially offset by the tax
credit of $18 million in Energy Holdings due to early redemption of debt and $25 million lower taxes at
Global due to lower pre-tax income in 2007 compared with 2006, excluding the amounts related to RGE,
Chilquinta and Luz del Sur.

The decrease of $91 million for the year ended December 31, 2006, as compared to 2005, was primarily
attributable to a tax benefit resulting from Global’s sale of its 32% indirect ownership interest in RGE.
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Income from Discontinued Operations, including Gains on Disposal, net of tax

Electroandes

-On October 17, 2007 Global completed the sale of Electroandes for a total purchase price of $390
million including the assumption of approximately $108 million of debt. Income from stcommued
Operations, including Gain on Disposal, related to Electroandes for the years ended December 31 2007,
2006 and 2005 was $58 million, $16 million and $14 million respectively. See Note 4. Discontinued
Operations, Dispositions, Acquisitions and Impairments for additional information.

1

SAESA Group + !

On December 18, 2007, Global announced that it plans to sell its investment in the SAESA group of
companies. As a result, operating results for the SAESA Group have been presented as Dlscontmued
Operations. As a result of its intention to sell the SAESA Group, Global recorded an $82 million i income tax
expense in the fourth quarter of 2007 related to the discontinuation of applying Accounting Principles Board
(APB) Opinion No. 23, “Accounting for Income Taxes—Special Areas” as the income generated by the
SAESA Group is no longer expected to be indefinitely reinvested. (Loss) Income from Discontinued
Operations related to the SAESA Group for the years ended December 31, 2007, 2006 and 2005 was $(34)
million, $57 million and $35 million, respectively. See Note 4. Dlscontmued Operations, Dlsposmons

Acquisitions and Impairments for additional information.
/

Eicho and Skawina |

In 2006, Global sold its interest in Elcho and Skawina, two coal-fired plants in Poland. Proceeds; net of
transaction costs, were $476 million. Income from Discontinued Operations, including the Gain on Disposal,
related to Elcho and Skawina for the years ended December 31, 2006 and 2005 was $226 million and $18
million, respectively. See Note 4. Discontinued Operations, Dispositions, Acquisitions and Impairments for
additional information. '

LIQUIDITY AND CAPITAL RESOURCES

The following discussion of liquidity and capital resources is on a consolidated basis for PSEG,’ noting
the uses and contributions, where material, of PSEG’s three direct operating subsidiaries, Power, PSE&G
and Energy Holdings. :

. . * I
Financing Methodology ' . ' , {

PSEG, Power and PSE&G - ' ;

Capital requirements for Power and PSE&G are met through liquidity provided by internally generated
cash flow and external financings. PSEG and Power from time to time make equity contributions or
otherwise provide credit support {o their respective direct and indirect subsidiaries to provide for parl of their
capital and cash requirements, generally relating to long—term investments. !

At times, PSEG utilizes intercompany dividends and intercompany loans (except however, that Fossil,
Nuclear and ER&T may not, without prior FERC approval, and PSE&G may not, without prior BPU
approval, make loans to their affiliates) to satisfy various subsidiary or parental nceds and efflc:lently manage
short-term cash. Any excess funds are invested in short-term liquid investments. :

External funding to meet PSEG’s, Power’s and PSE&G's needs consist of corporate finance transactions.
The debt incurred is the direct obligation of those respective entities. Some of the proceeds of these debt
transactions may be‘used by the respective obligor to make equity investments in its subsidiaries.

As discussed below, depending on the particular company, external financing may consist of public and
private capital market debt and equity transactlons bank revolving credit and term loans, commercial paper
and/or project financings. Some of these transactions involve special purpose entities (SPEs), formed in
accordance with applicable tax and legal requirements in order to achieve specified financial advantages, such
as favorable legal liability treatment. PSEG consolidates SPEs, as apphcable in accordance with FIN No. 46,
“Consolidation of Variable Interest Entities (VIEs)” {FIN 46).
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The availability and cost of external capital is affected by each entity’s performance, as well as by the
performance of their respective subsidiarics and affiliates. This could include the degree of structural
separation between PSEG and its subsidiaries and the potential impact of affiliate ratings on consolidated
and unconsolidated credit quality. Additionally, compliance with applicable financial covenants will depend
upon future financial position, carnings and net cash flows, as to which no assurances can be given.

Over the next several years, PSEG, Power and PSE&G may be required to extinguish or refinance
maturing debt and, to the extent there is not sufficient internally generated funds, may incur additional debt
andfor provide equity to fund investment activities. Any inability to obtain required additional external
capital or to extend or replace maturing debt and/or existing agreements at current levels and reasonable
interest rates may adversely affect PSEG’s, Power’s and PSE&G’s respective financial condition, results of
operations and net cash flows.

From time to time, PSEG, Power and PSE&G may repurchase portions of their respective debt
securities using funds from operations, asset sales, commercial paper, debt issuances, equity issuances and
other sources of funding and may make exchanges of new securities, including common stock, for outstanding
securities. Such repurchases may be at variable prices below, at or above prevailing market prices and may be
conducted by way of privately negotiated transactions, open-market purchases, tender or exchange offers or
other means. PSEG, Power and PSE&G may utilize brokers or dealers or effect such repurchases directly.
Any such repurchases may be commenced or discontinued at any time without notice.

Operating Cash Flows

PSEG, Power and PSE&G

PSEG expects strong cash from operations primarily driven by earnings from Power- due to
improvements in energy margins and capacity markets. The strong operating cash flows combined with
proceeds from potential asset ‘sales and financing activities are expected to be sufficient to fund capital
expenditures and shareholder dividend payments with excess cash available to invest in the business, reduce
debt and/or repurchase common stock.

PSEG

For the year ended December 31, 2007, PSEG’s operating cash flow decreased by $13 million as
compared to 2006. For the year ended December 31, 2006, PSEG’s operating cash flow increased by $982
million as compared to 2005. The net changes were due to net changes from its subsidiaries as discussed
below.

Power

Power’s operating cash flow increased $162 million for the year ended December 31, 2007 as compared
to 2006, due principally to an increase in net income of $457 million, net of the Loss on Disposal of
Lawrenceburg, partially offset by an increase of $321 million in margin receivables related to higher collateral
requirements.

Power’s operating cash flow increased $907 mllhon for the year ended December 31, 2006, as compared
to 2005, due to a significant reduction in margin requirements and fuel inventories, largely resulting from
decreases in commodity prices.

PSE&G ’

PSE&G’s operating cash flow decreased $128 million for the year ended December 31, 2007 as
compared to 2006 primarily due to a decline in cash from working capital. The operating cash flow for the
year 2006 was $806 million primarily due to very cold weather at the end of 2005 which resulted in increased
cash flow during 2006. The return of more normal weather conditions in 2007 caused operating cash flow to
decline to the 2005 level.

PSE&G’s operating cash flow increased $122 million for the year ended December 31, 2006 as compared
to 2005, primarily due to an increase in working capital. The colder than normal winter in 2005 caused an
increase in cash flow in 2006, '
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Energy Holdings

Energy Holdings’ operating cash flow decreased $91 million for the year ended December 31, 2007, as
compared to 2006. The decrease was mainly due to a $100 million tax deposit made with the IRS in the
fourth quarter of 2007 and the timing of tax payments related to Global’s sales of Elcho, Skawina and RGE
in 2006.

Encrgy Holdings’ operating cash flow decreased $98 million for the year ended December 31, 2006 as
compared to 2005. The decrease was'mainly due to taxes paid related to the sale of Elcho, Skawina and RGE
in 2006. The proceeds from these sales are included in Cash Flows from Investing Activities on PSEG’s
Consolidated §tatements of Cash Flows. '

Common Stock Dividends | S

On January 15, 2008, PSEG’s Board of Directors approved a two-for-one stock split of the PSEG’s
outstanding shares .of common stock. All share and per share amounts included in this Form 10-K
retroactively reflect the effect of the stock split. Dividend payments on common stock for the year ended
December 31, 2007 were $1.17 per share and totaled $594 million. Dividend payments on common stock for
the year ended December 31, 2006 were $1.14 per share and totaled $574 million.

On January 15, 2008, PSEG s Board of Directors also approved a $0.03 increase in its quarterly common
stock dividend, from $0.2925 to $0.3225 per share for the first quarter of 2008. This reflects an indicated
annual dividend rate of $1.29 per share. PSEG expects to continue to pay cash dividends on its common
stack, however, the declaration and payment of future dividends to holders of PSEG common stock will be at
the discretion of the Board of Directors and will depend upon many factors, including PSEG’s financial
condition, earnings, capital requirements of its business, alternate investment opportunities,  legal
requirements, regulatory constraints, industry practice and other factors that the Board of Directors deems
relevant.

+

Short-Term Liquidity

As of December 31, 2007, PSEG, Power and PSE&G had the following commltted credlt fac111tlcs Each
of the facilities is restricted as to availability and use to the specific companies as listed below. PSEG, Power
and PSE&G believe sufficient liquidity exists to fund their respective short-term cash requirements.

Available
Usage Liquidity
as of as of
Expiration Total Primary December 31, December 31,
Company Date Facility Purpose 2007 2007

{Millions)
PSEG:

5-year Credit Facility(A) ... Dec 2012 $1,000  CP Support/Funding/ $ 1(B) $ 999
Letters of Credit

Uncommitted Bilaterat

Agreement............... N/A N/A  Funding $ — $ N/A
Power: ' l
S-year Credit Facility(A) ... Dec 2012 $1,600 Funding/Letters of $140(B) $1,460
' Credit
Bilateral Credit Facility .... March 2010 $ 100 Funding/Letters of ¥ 56(B) $ 44
Credit :
Bilateral Credit Facility .... March 2008 $ 200 Funding/Letters of $ 28(B) $ 172
a Credit
PSE&G: . .
5-year Credit Facility(A)... June 2012 $ 600 CP Support/Funding/ $ 55 $ 545

Letters of Credit

Uncommitted Bilateral ' :

Agreement............... N/A N/A  Funding $10 N/A

(A) In 2012, facilities reduce by $47 million; $75 miilion, and $28 million for PSEG, Power and PSE&G,
respectlvely
{B) These amounts relate to letters of credit outstanding.
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Power

As of December 31, 2007, Power had borrowed $238 million from PSEG in the form of an intercompany
loan.

On June 25, 2007, Power refinanced the $200 million PSEG/Power joint and several co-borrower
bilateral credit facility. The maturity was extended to March 2008 and terms were modified so that Power is
the sole borrower under this facility.

Power’s required margin postings for sales contracts entered into in the normal course of business will
fluctuate based on volatility in commeodity prices. Should commodity prices rise, additional margin calls may
be necessary relative to existing power sales contracts. As Power’s contract obligations are fulfilled, liquidity
requirements are reduced.

In addition, ER&T maintains agreements that require Power, as its guarantor under performance
guarantees, to satisfy certain creditworthiness standards. In" the event of a deterioration of Power’s credit
rating to below investment grade, which represents at least a two level downgrade from its current ratings,
many of these agreements allow the counterparty to demand that ER&T provide performance assurance,
generally in the form of a letter of credit or cash. Providing this support would increase Power’s costs of
doing business and could restrict the ability of ER&T to manage and optimize Power’s asset portfolio. Power
believes it has sufficient liquidity to meet any required posting of collateral likely to result from a credit
rating downgrade. See Note 12. Commitments and Contingent Liabilities for further information.

External Financings

PSEG

For the year ended December 31, 2007, PSEG issued 2,154,244 shares of its common stock in connection
with settling stock options under its Long-Term Incentive Plan (LTIP) for $48 million. -

For the year ended December 31, 2007, PSEG issued 811,780 shares of its common stock under its
Dividend Reinvestment and Stock Purchase Plan (DRASPP) and Employee Stock Purchase Plan (ESPP) for
%35 million.

In December 2007, PSEG called for redemption of $186 million of its Subordinated Debentures
underlying $180 million of PSEG Funding Trust II, Trust Preferred Securities due 2032 at 100% of the
principal amount. They were redeemed in December 2007.

- In November 2007, PSEG redeemed $474 million of its Subordinated Debentures underlying $460
million of PSEG Funding Trust 1, Participating Equity Preferred Securities.

In October 2007, PSEG repaid $49 million of its 6.89% Senior Notes which are due in equal annuat
installment payments through 2009. ‘ '

. In May 2007, PSEG called for redemptioﬁ of the outstanding $375 million of its Floating Rate Senior
Notes Due 2008 at 100% of the principal amount.

Power

In December 2007, Power issued $44 million of 4.00% Pollution Control Bonds due 2042 in connection
with a project being completed at.one of its generation facilities in Pennsylvania.

In November 2007, Power issued $40 million of 5.75% Pollution Control Bonds due 2037 in connection
with a project being completed at one of its generation facilities in Connecticut,

During 2007, Power. paid cash dividends to PSEG totaling $1.075 billion.

PSE&G
PSE&G has $494 million of variable rate pollution control notes outstanding which service and secure a

"like amount of insured tax-exempt variable rate bonds of the Pollution Control Authority of Salem County.

In February 2008, PSE&G purchased $105 million of the Salem County Authority bonds which were
being held by the broker/dealer. PSE&G has elected to change the interest rate mode on the bonds to a
weekly rate. PSE&G intends to acquire all of these bonds by April 2008 upon the change of interest rate
modes and to hold them until they can be remarketed or refinanced, possibly later in 2008.
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In May 2007, PSE&G issued $350 million of 5.80% Secured Medium-Term Series E Notes due 2037. The
proceeds were used to reduce short-term debt.

In January 2007, PSE&G repaid at maturity $113 million of its 6.25% Series WW First and Refunding
Mortgage Bonds.

During 2007, PSE&G Transition Funding LLC (Transition Funding) repald $161 million of its transition
bonds and PSE&G Transition Funding IT LLC (Transition Funding II) repald $9 million of its transition
bonds.

PSE&G paid cash dividends to PSEG of $200 million in 2007.

Energy Holdings

In December 2007, Energy Holdings called for redemption all of the outstanding $400 million of 10%
Senior Notes due 2009 which were redeemed in January 2008. In addition, in December 2007, Energy
Holdings repurchased $14 million of the remaining $544 million of the 8.50% Senior Notes due 2011.

In August 2007, SAESA, a wholly owned subsidiary of Global, issued 3.80% bonds (approximately 7%,
including. current inflationary adjustment) for net proceeds of $163 million with a final maturity of June 30,
2028. The proceeds were used principally to repay loans due to Energy Holdings which then loaned the funds
to PSEG for short-term funding,

During 2007, Energy Holdings made cash distributions to PSEG of $355 million in the form of returns of
capital.

During 2007, Energy Holdings’ subsidiaries repaid $57 million of non-recourse debt, includirig $51
million by Global, of which $45 million related to the PSEG Texas facilities and $6 million to the SAESA
Group, $4 million by Resources and $2 million by EGDC. . i

Debt Covenants

PSEG, Power and PSE&G

PSEG’s, Power’s and PSE&G’s respective credit agreements may contain maximum debt to equity
ratios, minimum cash flow tests and other restrictive covenants and conditions to borrowing. Compliance
with applicable financial covenants will depend upon the respective future financial position, level of earnings
and cash flows of PSEG, Power and PSE&G, as to which no assurances can be given. The ratios presented
below are for the benefit of the investors of the related securities to which the covenants apply. They are not
intended as financial performance or liquidity measures. The debt underlying the preferred securitics of
PSEG, which is 'presented in Long-Term Debt in accordance with FIN 46, is not included as debt when
calculating these ratios, as provided for in the various credit agreements.

PSEG ‘ :

Financial covenants contained in PSEG’s note purchase agreements related to the private placement of
debt include a ratio of total debt (excluding non-recourse project financings, securitization debt,and debt
underlying preferred securities and including commercial paper and loans and certain letters of credit) to
total capitalization (including preferred securities outstanding) covenant. This covenant requires that such
ratio not be more than-70.0%. As of December 31, 2007, PSEG’s ratio of debt 1o capitalization (as defined
above) was 51.9%.

PSEG’s credit facility contains a similar but less restrictive financial covenant where total debt excludes
letters of credit relatéd to collateral postings and total capitalization excludes any impacts for Accumulated.
Other Comprehensive Income/Loss adjustments related to marking energy contracts to market and equity
-reductions from the funded status of pensions or benefit plans associated with Statement of Financial
Accounting Standards No. 158, “Employers’ Accounting for Defined Benefit Pension and 'Other
Postretirement Plans”. This covenant requires that such ratio not be more than 70.09%. As of December
31, 2007, PSEG’s ratio of debt to capitalization (as defined above) was 49.9%. '
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Power '

Financial covenants contained in Power’s credit facility include a ratio of debt to total capitalization
covenant. The Power ratio is the same debt to total capitalization calculation as set forth above for PSEG
except common equny is adjusted for the $986 million Basis Adjustment (see Consolidated Balance Sheets).
This covenant requires that such ratio will not exceed 65.0%. As of December 31, 2007, Power’s ratio of debt
to total capitalization (as defined above) was 41.3%.

PSE&G

Financial covenants contained in PSE&G’s credit facilities include a ratio of long-term debt (excluding
securitization debt, long-term debt maturing within one year and short-term debt) to total capltahzatlon
covenant. This covenant requires that such ratio will not be more than 65.0%. As of December 31, 2007,
PSE&G’s ratio of long-term debt to total capitalization (as defined above) was 48.0%.

-In addition, under its First and Refunding Mortgage (Mortgage), PSE&G may issue new First and
Refunding Mortgage Bonds against previous additions and improvements, provided that its ratio of earnings
to fixed charges calculated in.accordance with its Mortgage is at least 2 to 1, and/or against retired Mortgage
Bonds. As of December 31, 2007, PSE&G’s Mortgage coverage ratio was 4.6 to 1 and the Mortgage would
permit up to approximately $2.1 billion aggregate principal amount of new Mortgage Bonds to be issued
against previous bondable additions and improvements to its property.

Cross .Default Provisions

PSEG, Power and PSE&G

The PSEG bank credit agreement contains default provisions under which a default by it in an aggregate
amount of $50 million or greater would result in the potential acceleration of payment under this agreement.
Under certain conditions, a default by Power or PSE&G in an aggregate amount of $50 million or greater
would also result in potential acceleration of payment under this agreement. PSEG, Power and PSE&G have
removed Energy Holdings from all cross default provisions.

PSEG's bank credit agreement and note purchase agreements related 10 private placement of debt
(collectively, Credit Agreements) contain cross default provisions under which certain payment defaults by
Power or PSE&G, certain bankruptcy events relating to Power or PSE&G, the failure by Power or PSE&G
to satisfy certain final judgments or the occurrence of certain events of default under the financing
:agreements of Power or PSE&G, would each constitute an event of default under the PSEG Credit
Agreements. Under the note purchase agreements, it is also an event of default if Power or PSE&G ceases to
be wholly-owned by PSEG. Under the bank credit agreement, both Power and PSE&G would have to cease
to be wholly-owned by PSEG before an event of default would occur.

Power

-“The Power Senior Debt Indenture contains a default provision under which a default by Power, Nuclear,
Fossil or ER&T in an aggregate amount of $50 million or greater would result in an event of default and the
potential acceleration of payment under the indenture. There are no cross defaults within Power’s indenture
from PSEG, Energy Holdings or PSE&G.

The Power credit agreement also has a provision under which a default by Power, Nuclear, Fossil or
ER&T in an aggregate amount of $50 million or greater would result in an event of default and the potential
acceleration of payment under that agreement.

PSE&G : ‘ L .

PSE&G’s Mortgage has no cross defaults. The PSE&G Medium:Term Note Indenture has a cross
default to the PSE&G Mortgage. The PSE&G credit agreement has a provision under which a default by
PSE&G in the aggregate of $50 million or greater would result in an event of default and the potential
acceleration of payment under that agreement.
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Ratings Triggers

PSEG, Power and PSE&G .

The debt indentures and credit agreements of PSEG, PSE&G, Power and Energy Holdings do not
contain any material ‘ratings triggers’ that would cause an acceleration of the required interest and pnncnpal
payments in the event of a ratings downgrade. However, in the event of a downgrade, any one or more of the
affected companies may be subject to increased interest costs on certain bank debt and certain collateral
requirements.

Power

In conpection with the management and optimization of Power’s asset portfolio, ER&T maintains
underlying agreements that require Power, as its guarantor under performance guarantees, to satisfy certain
creditworthiness standards. In the event of a deterioration of Power’s credit rating to below an investment
grade rating, many of these agreements allow the counterparty to demand that ER&T provide performance
assurance, generally in the form of a letter of credit or cash. As of December 31, 2007, if Power were to lose
its investment grade rating and assuming all the counterparties to agreements in which ER&T is “out-of-the-
money” were contractually entitled to demand, and demanded, performance assurance, ER&T could be
required to post collateral in an amount equal Lo approxnmately $777 million. See Note 12. Commitments and
Contingent Liabilities.

PSE&G

In accordance with the BPU approved requirements under the BGS contracts that PSE&G enters into
with suppliers, PSE&G is required to maintain an investment grade credit rating, If PSE&G were to lose its
investment grade rating, PSE&G would be required to file with the BPU a plan to assure continued payment
for the BGS requirements of its customers.

PSE&G is the servicer for the bonds issued by Transition Funding and Transition Funding I If PSE&G
were to lose its investment grade rating, PSE&G would be required to remit collected cash daily to-the bond
trustee. Currently, cash is remitted monthly.

Credit Ratings

PSEG, Power and PSE&G

PSE&G has $494 million of variable-rate pollution control notes outstanding which service and secure a
like amount of insured tax-exempt variable-rate bonds of the Pollution Control Authority of Salem County.
The credit ratings of these tax-exempt securities are linked to the credit ratings of the insurers. In December
2007, due to credit pressures experienced by the insurers, the credit ratings on these tax-exempt securities
were placed on review for possible downgrade by Moody’s and negative (Neg) outlook by S&P. In January
2008, Fitch downgraded these securities from AAA to A. In early Febroary 2008, Moody’s downgraded these
securities from Aaa to A3. Currently, PSE&G is exposed to interest rate risk with resets every 35 days on the
Salem Authority bonds and, in turn, PSE&G’s variable-rate pollution control bonds.

On November 20, 2007, Fitch upgraded the senior unsecured debt rating of PSEG and Power to BBB+
from BBB and the rating outlook for each entity is now stable. ;

On June 22, 2007, S&P revised its outlook for the credit ratings of each of PSEG, Power and PSE&G
from Neg to stable and upgraded its rating for the commercial paper of PSEG and PSE&G from A3 to A2.

If the rating agencies lower or withdraw the credit ratings, such revisions may adversely affect the
market price of PSEG’s, Power’s and PSE&G'’s securities and serve to materially increase those companics’
cost of capital and limit their access to capital. Qutlooks assigned to ratings are as follows: stable, Neg or
positive (Pos). There is no assurance that the ratings will continue for any given period of time or that they
will not be revised by the rating agencies, if, in their respective judgments, circumstances so warrant. Each
rating given by an agency should be evaluated independently of the other agencies’ ratings. The ratings
should not be construed as an indication to buy, hold or sell any security.
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Moody's(A) S&P(B) Fitch(C)

PSEG:
Outlook .......coovnen.. P Neg Stable  Stable
Commercial PAPer..........voveieiiie i P2 A2 . F2
Power: . ‘
OUHOOK « e e - Stable Stable  Stable
SemIOr NOTES ...ttt i Baal BBB BBB+
PSE&G:
01012 0T <N Neg Stable  Stable
Mortgage Bonds. ..ottt A3 A- A
Preferred Securilties. .. ... e oeee it iir e ii i eaesnanai e ieienoanes Baa3 BB+ . BBB+
Commercial Paper.........oooiiiiiii p2 A2 F2

(A) Moody’s ratings range from Aaa (highest) to C (lowest) for long-term securities and P1 (hlghest) to NP
(lowest) for short-term -securities.

(B) S&P ratings range from AAA (highest) to D (Iowest) for long-term securities and Al (highest) to D
(lowest) for short-term securities.

(C) Fitch ratings range from AAA (highest) to D (lowest) for long-term securities and F1 (highest) to D
(lowest) for short-term securities.

Other Comprehensive Income

PSEG, Power and PSE&G

For the year ended December 31, 2007, PSEG, Power and PSE&G had Other Comprehensive (Losses)
Income of $(108) million, $(114) million and $1 million, respectively, due to higher unrealized losses on
derivative contracts accounted for as hedges at Power, partially offset by gains from foreign currency
translation adjustments. '
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CAPITAL REQUIREMENTS
PSEG, Power and PSE&G . |

It is expected that the majority of each subsidiary’s capital requirements over the next five years will
come from internally generated funds. Projected construction and investment expenditures, excluding nuclear
fuel purchases, for PSEG’s subsidiaries for the next five years are presented in the table below.  These
amounts are subject to change, based on various factors.

w8 209 2w 2m 20
{Millions) oo

Power: ,

Hudson Environmental...........coooooiiiiiiiinennaannen ... $-240 $ 300 $215 § 5 § —

Mercer Environmental .................... i, 215 100 10 - =

Other Environmental............... ... .. i, 140 40 15 20 25

Exploration of New Nuclear Plant ...................... DU 5 20 15 15 55

Other Growth Opportunities.............cooiiiiiiiia,., 5 60 175 200 80

L0111 T3 285 155 190 190 190

T0tal POWEr.. ... ..ot 890 675 620 _ 430 ' 350

PSE&G:

Transmission ‘ .
System Reinforcement..................coiiiLL 140 160 265 420 465
Facility Replacement ..................... ..., 15 30 30 30 30
Environmental/Regulatory . ,................... ... ..., — — 5, — —

Distribution
Support Facilities. ... 175 175 275 235 220
New Business. ..o e 165 160 160 165 175
Reliabitity Enhancements........ et 110 120 95 90 90
Facility Replacement ....................... ..., RPN 165 180 190 190 200
Environmental/Regulatory ....... e S 70 80 80 85 85

Total PSE&G. ... . ... . . . i i, 840 905 1,100 1215 1,265

Other ........ e e e e e 65 35 30 30 30

Total PSEG........ e e e $1,795 $1,615 $1,750 $1,675 $1,645
Power

Power’s projected expenditures above for the various items are primarily comprised of the following:

¢ Hudson Environmental—construction of pollution control equipment, including a selective catalytic
reduction system, a scrubber, a baghouse and a carbon injection system at our Hudson facility.

* Mercer Environmental—construction of pollution control equipment, including scrubbers and
baghouses, at our Mercer facility.

* Other Environmental—construction of other pollution control equipment, including scrubbers at our
Keystone facility.

¢ Exploration of New Nuclear Plant—costs associated with exploring the feasibility of, and the
technologies involved with, building a new nuclear plant. .

¢ Other Growth Opportunities—costs associated with potential opportunities to build other new plants
such as peaking facilities.

e Other—various capital projects at existing facilities to either extend plants’ useful lives or increase
operating oufput. .

In 2007, Power made approximately $362 million of capital expenditures (excluding $153 million for
nuclear fuel), primarily related to various projects at Fossil and Nuciear.

PSE&G

PSE&G’s projections, for future capital expenditures include additions and replacements to its
transmission and distribution systems to meet expected growth and to manage reliability. As project scope
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and cost estimates develop, PSE&G will modify its current projections to include these required investments.
PSE&G’s projected expenditures above for the various items are primarily comprised of the following:

¢ Support Facilities—ancillary equipment needed to support the business lines, such as computers, office
furniture, and buildings and structures housing support personnel or equipment/inventory.

New Business-—investments made in support of new business to PSE&G (e.g. add new customers).

Reliability Enhancements—investments made to improve the reliability and efficiency of the system or
function.

Facility Replacement—investments made to replace systems or equipment in kind.

» Environmental/Regulatory—investments made in response to regulatory or legal mandates where
financial loss is imminent if not pursued.

In 2007, PSE&G made approximately $570 million of capital expenditures, primarily for reliability of
transmission and distribution systems. The $570 million does not include approximately $37 million spent on
cost of removal.

Disclosures about Long-Term Maturities, Contractual and Commercial Obligations and Certain
Investments

The following table reflects PSEG's and its subsidiaries’ contractual cash obligations and other
commercial commitments in the respective periods in which they are due. In addition, the table summarizes
anticipated recourse and non-recourse debt maturities for the years shown. The table also does not reflect
debt maturities of Energy Holdings’ non-consolidated investments. If those obligations were not able to be
refinanced by the project, Energy Holdings may elect to make additional contributions in these investments.
For additional information, see Note 10. Schedule of Consolidated Debt. In addition, the table below does
not reflect any anticipated cash payments for pension obligations due to uncertain timing of payments or
liabilities under FIN 48 since PSEG is unable to reasonably estimate the timing of FIN 48 liability payments
in individual years beyond 12 months duc to uncertainties in the timing of the effective settlement of tax
positions. See Note 15. Income Taxes for additional information.
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Total Less
Amount Than 2-3 4-5 Over
Contractual Cash Obligations Committed 1 year years years 5 years
: . . ' (Millions)

Short-Term Debt Maturities

PoEG . o e )

PSE&G ...t $ 65 § 65 — %5 — § —
Long-Term Recourse Debt Marurities

PSEG. .. e 208 49 249 — —

PoOWeT. .o 2,902 — 250 1466 1,186

PSE&G ... 3,352 250 60 300 2,742

Transition Funding (PSE&G)..........oovvvviiiiinnnn.. 1,623 169 364 399 - 691

Transition Funding IT (PSE&G) ........................ 86 10 21 22 33

Energy Holdings..................... e 1,137 607 — 530 —
Long-Term Non-Recourse Projéect Financing :

Energy Holdings........... ... il 386 37 328 7 14
Interest on Recourse Debt

PSEG. .o e 34 21 13 - -

POWer. .o 1,853 195 378 257 1,023

PSE& G . e 2,459 180 334 333 1,612

Transition Funding (PSE&G).........................0 481 103 174 124 20

Transition Funding II (PSE&G) ..................... . 16 4 6 4 2

Energy Holdings...........oooiioiiiiiiiiiiniiienanns. '. 180 67 90 23 —_
Interest on Non-Recourse Project Fi, mancmg '

Energy Holdings....................0 ... N 58 27 27 2 2
Capital Lease'Obligations '

PO EG . e 55 7 14 14 20

Power................ S PN 15 2 4 — 9

Energy Holdings........ ... 47 13 23 5 6
Operating Leases e !

PSE&G ... i 11 3 6 1 1

Energy Holdings ... .. ... ... 3 1 2 — —
Energy-Related Purchase Commitments

POWeT. i e 3374 791 1,436 624 523

Energy Holdings................. i, 106 106 — — —
Total Contractual Cash Obligations ......................... $18541  $2707 $3,779 $4,111 $7.944

Commereial Commitments

Standby Letters of Credir

o $ 225 $ 225 — % — 3 —

Energy Holdings................ooooiiiinn 18 3 15 — —
Guarantees and Equity Commitments

Energy Holdings................ooi i, 16 4 12 — ' —
Total Commercial Commitments ............................ $ 259 § 232 27 § — § —
Liability Payments Under Fin 48

PSE&G .. $ 3 %8 3 — % — 5 —

Energy Holdings.......... .. oo, 39 39 — —_ —

See Note 12. Commitments and Contingent Liabilities for a discussion of contractual commitments for a
variety of services for which annual amounts are not quantifiable.
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OFF-BALANCE SHEET ARRANGEMENTS

Power

Power issues guarantees in conjunction with certain of its energy conlracts See Note 12. Commitments
and, Contingent Liabilities for further discussion.

Energy Holdings

Global has certain investments that are accounted for under the equity method in accordance with
accounting principles generally accepted in the United States (GAAP). Accordingly, amounts recorded on
the Consolidated Balance Sheets for such investments represent Global's equity investment, which is
increased for Global’s pro-rata share of earnings less any dividend distribution from such investments. The
companies in which Global invests that are accounted for under the equity method have an aggregate $351
million of debt on their combined, consolidated financial statements. PSEG’s pro-rata share of such debt is
$173 million. This debt is non-recourse to PSEG, Energy Holdings and Global. PSEG is generally not
required to support the debt service obligations of these companies. However, default with respect to this
non-recourse debt could result in a loss of invested equity.

Resources has investments in leveraged leases that are accounted for in accordance with SFAS No. 13,
“Accounting for Leases.” Leveraged lease investments generally involve three parties: an ownet/lessor, a
creditor and a lessee. In a typical leveraged lease financing, the lessor purchases an asset to be leased. The
purchase price is typically financed 80% with debt provided by the creditor and the balance comes from
equity funds provided by the lessor. The creditor provides long-term financing to the transaction secured by
the property subject to the lease. Such long-lerm financing is non-recourse to the lessor and is not presented
on Energy Holdings’ Consolidated Balance Sheets. In the event of default, the leased asset, and in some
cases the lessee, secure the loan. As a lessor, Resources has ownership rights to the property and rents the
property to the lessees for use in their business operation. As of December 31, 2007, Resources’ equity
investment in leased assets was approximately $781 million, net of deferred taxes of approximately $2 billion.
For additional information, see Note 8. Long-Term Investments.

In the event that collectibility of the minimum lease payments to be received by Resources is no longer
reasonably assured, the accounting treatment for some of the leases may change. In such cases, Resources
may deem that a lessee has a high probability of defaulting on the lease obligation, and would reclassify the
lease from a leveraged lease to an operating lease and would consider the need to record an impairment of
its investment. Should Resources ever directly assume a debt obligation, the fair value of the underlying asset
and the associated debt would be recorded on the Consolidated Balance Sheets instead of the net equity
investment in the lease.

Energy Holdings has guaranteed certain obligations of its subsidiaries or affiliates related to certain
projects. See Note 12. Commitments and Contingent Liabilities for additional information.

CRITICAL ACCOUNTING ESTIMATES
PSEG, Power and PSE&G

Under GAAP, many accounting standards require the use of estimates, variable inputs and assumptions
{collectively referred to as estimates) that are subjective in nature. Because of this, differences between the
actual measure realized versus the estimate can have a material impact on results of operations, financial
position and cash flows. The managements of PSEG, Power and PSE&G have each determined that the
following estimates are considered critical to the application of rules that relate to their respective businesses.

Accounting for Pensions

PSEG, Power and PSE&G account for pensions under SFAS No. 87, “Employers’ Accounting for
Pensions” {SFAS.87). Pension costs under SFAS 87 are calculated using various economic and demographic
assumptions. Economic assumptions include the discount rate and the long-term rate of return on trust assets.
Demographic assumptions include projections of future mortality rates, pay increases and retirement
patterns. In 2007, PSEG and its subsidiaries recorded pension expense of $43 million, compared to $97
million in 2006 and $109 million in 2005. Additionally, in 2007, PSEG and its respective subsidiaries
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contributed cash of approximately $16 million, compared to cash contributions of $50 million in 2006 and
$155 million in 2005.

PSEG’s discount rate assumption, which is determined annually, is based on the rates of return on high-
quality fixed-income investments currently available and expected o be avaitable during the period to
maturity of the pension benefits. The discount rate used to calculate pension obligations is determined as of
December 31 each year, PSEG’s SFAS 87 measurement date. The discount rate used to determine year-end
obligations is also used to develop the following year’s net periodic pension cost. The discount rates used in
PSEG’s 2006 and 2007 net periodic pension costs were 5.75% and 6.00%, respectively. PSEG’s 2008 net
periodic pension cost was developed using a discount rate of 6.50%.

PSEG’s expected rate of return on plan assets reflects current asset allocations, historical long-term
investment performance and an estimate of future long-term returns by asset class and long-term inflation
assumptions. For 2006 and 2007, PSEG assumed a rate of return of 8.75% on PSEG’s pension plan assets.
For 2008, PSEG will continue the rate of return assumption of 8,75%.

Based on the above assumptions, PSEG has estimated net period pension costs of approximately $37
million and contributions of up to approximately $50 million in 2008. As part of the business planning
process, PSEG has modeled its future costs assuming an 8.75% rate of return and a 6.50% discount rate for
2009 and beyond. Actual future pension expense and funding levels will depend on future mvelstment
performance changes in discount rates, market conditions, funding levels relative to PSEG’s projected
benefit obl:gauon and accumulated benefit obligation and various other factors related to the populations
participating in PSEG’s pension plans.

The following chart reflects the sensitivities associated with a change in certain assumptions. The ‘effects
of the assumption changes shown below solely refiect the impact of that specific assumption.

As of
December 31, 2007
Impact on ) Increase to
2008 Change/ Pension Benefit Pension Expense
Assumption Assumptions  (Decrease)} Obligation in 200
. (Millions)
Discount Rate .......covvrrii e, 6.50% (1.00%) $478 | $43
Rate of Return on Plan Assets.................. 8.75% (1.00%) - § — $33

Accounting for Deferred Taxes

PSEG, Power and PSE&G provide for income taxes based on the liability method required by SFAS No.
109, “Accounting for Income Taxes” (SFAS 109). Under this method, deferred tax assets and liabilities are
recognized for the future tax consequences attributable to differences between the financial statement
carrying amounts of existing assets and liabilities and their respective tax basis, as well as net operating loss
and credit carryforwards.

PSEG, Power and PSE&G evaluate the need for a valuation allowance against their respective deferred
tax assets based on the likelihood of expected future taxable income. PSEG, Power and PSE&G do not
believe a valuation ailowance is necessary; however, if the expected level of future taxable income changes or
certain tax planning strategies become unavailable, PSEG, Power and PSE&G would record a valuation
allowance through income tax expense in the period the valuation allowance is deemed necessary. Resources’
and Global’s ability to realize their deferred tax assets are dependent on PSEG’s subsidiaries’ ability to
generate ordinary income and capital gains. : -

Uncertain Tax Positions

PSEG, Power and PSE&G are required to make judgments regarding the potential tax effects of various
financial transactions and results of operations in order to estimate their obligations to taxing authorities.
Beginning January 1, 2007, PSEG, Power and PSE&G began accounting for uncertain income tax positions
using a benefit recognition model with a two-step approach, a more-likely-than-not recognition criterion and
a measurement attribute that measures the position as the largest amount of tax benefit that is greater than
50% likely of being ultimately realized upon ultimate settlement in accordance-with FIN 48. If it is not more
likely than not that the benefit will be sustained on its technical merits, no benefit will be recorded.
Uncertain tax positions that relate only to timing of when an item is included on a tax return are considered
to have met the recognition threshold. Prior to January 1, 2007, PSEG, Power and PSE&G estimated their
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uncertain income tax obligations in accordance with SFAS No. 109, “Accounting for Income Taxes” (SFAS
No. 109) and SFAS No. 5, “Accounting for Contingencies” (SFAS No. 5). The Registrants also have non-
income tax obligations related to real estate, sales and use and employment-related taxes and ongoing
appeals related to these tax matters that are outside the scope of FIN 48 and accounted for under
SFAS No. 5. '

Accounting for tax obligations requires judgments, including estimating reserves for potential adverse
outcomes regarding tax positions that have been taken. PSEG, Power and PSE&G also assess their ability to
utilize tax attributes, including those in the form of carryforwards, for which the benefits have already been
reflected in the financial statements. PSEG, Power and PSE&G do not record valuation allowances for
deferred tax assets related to capital losses that they believe will be realized in future periods. While PSEG,
Power and PSE&G believe the resulting tax reserve balances as of December 31, 2007 are appropriatety
accounted for in accordance with FIN 48, SFAS No. 5 and SFAS No. 109, as applicable, the ultimate
outcome of such matters could result in favorable or unfavorable adjustments to their consolidated financial
statements and such adjustments could be material.

Hedge and MTM Accounting

SFAS No. 133, *Accounting for Derivative Instruments and Hedging Activities” (SFAS 133) requires an
entity torrecognize the fair value of derivative instruments held as assets or liabilities on the balance sheet.
SFAS 133 applies to all derivative instruments held by PSEG, Power and PSE&G. The fair value of most
derivative instruments is determined by reference 10 quoted market prices, listed contracts, or quotations
from brokers. Some of these derivative contracts are long term and rely on forward price quotations over the
entire duration of the derivative contracts.

In the absence of the pricing sources listed above, for a small number of contracts, PSEG and its
subsidiary companies utilize mathematical models that rely on historical data to develop forward pricing
information in the determination of fair value. Because the determination of fair value using such models is
subject to significant assumptions and estimates, PSEG and its subsidiary companies developed reserve
policies that are consistently applied to model-generated results to determine reasonable estimates of value
to record in the financial statements. :

PSEG and its subsidiaries have entered into various derivative instruments in order to hedge exposure to
commodity price risk, interest rate risk and foreign currency risk. Many such instruments have been
designated as cash flow hedges. For a cash flow hedge, the change in the value of a derivative instrument is
measured against the offsetting change in the value of the underlying contract or business condition the
derivative instrument is intended to hedge. This is known as the measure of derivative effectiveness. In
accordance with SFAS 133, the effective portion of the change in the fair value of a derivative instrument
designated as a cash flow hedge is reported in Accumulated Other Comprehensive Loss, net of tax, or as a
Regulatory Asset (Liability). Amounts in Accumulated Other Comprehensive Loss are ultimately recognized
in earnings when the related hedged forecasted transaction occurs. During periods of extreme price volatility,
there will be significant changes in the value recorded in Accumulated Other Comprehensive Loss. The
changes in the fair value of the ineffective portions of derivative instrument designated as cash flow hedges
are recorded in earnings.

For Power’s wholesale energy business, many of the forward sale, forward purchase and other option
contracts are derivative instruments that hedge commodity price risk, but for which the businesses are not
able to apply the hedge accounting guidance in SFAS 133. The changes in value of such derivative contracts
are marked to market through earnings as commodity prices fluctuate. As a result, the earnings of PSEG and
Power may experience significant fluctuations depending on the volatility of commodity prices.

For Power’s energy trading activities, all changes in the fair value'of energy trading derivative contracts
are recorded in earnings. . '

For additional information regarding Derivative Financial Instruments, see Note 11. Financial Risk
Management Activities,
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Power

Nuclear Decommissioning Trust (NDT) Funds ' '

Power accounts for the assets in the NDT Funds under SFAS No. 115, “Accounting for Certain
Investments in Debt and Equity Securities” (SFAS 115). The assets in the NDT Funds are classified as
available-for-sale securities and are marked to market with unrealized gains and losses recorded in
Accumulated Other Comprehensive Loss unless securities with such unrealized losses are deemed to be
other-than-temporarily-impaired. Realized gains, losses and dividend and interest income are recorded on
Power’s and PSEG’s Statements of Operations under Other Income and Other Deductions. Unrealized losses
that are deemed to be other than temporarily impaired, as defined under SFAS 115, and related 1nterprenve
guidance, are charged against earnings rather than Accumulated Other Comprehensive Loss.

|
PSE&G '

Unbilled Revenues

Electric and gas revenues are recorded based on services rendered to customers during each accounting
period. PSE&G records unbilled revenues for the estimated amount customers will be billed for services
rendered from the time meters were last read to the end of the respective accounting period. Unbilled usage
is calculated in two steps. The initial step is to apply a base usage per day to the number of unbilled days in
the period. The second step estimates seasonal loads based upon the time of year and the variance of actual
degree-days and temperature-humidity-index hours of the unbilled period from expected norms. The
resulting usage is priced at current rate levels and recorded as revenue. A calculation of the associated eénergy
cost for the unbilled usage is recorded as well. Each month the prior month’s unbilled amounts are reversed
and the current month’s amounts are accrued. Using benchmarks other than those used in this calculation
could have a material effect on the amounts accrued in a reporting period. The resulting revenue and

expense reflect the service rendered in the calendar month. ' ‘ |

PSE&G

SFAS 71

PSE&G prepares its Consolidated Financia! Statements in accordance with the provisions of SFAS 71,
which differs in certain respects from the application of GAAP by non-regulated businesses. In general,
SFAS 71 recognizes that accounting for rate-regulated enterprises should reflect the economic effécts of
regulation. As a result, a regulated utility is required to defer the recognition of costs (a Regulatory Asset) or
recognize obligations (a Regulatory Liability) if it is probable that, through the rate-making process, there
will be a corresponding increase or decrease in future rates. Accordingly, PSE&G has deferred certain costs,
which will be amortized over various future periods. To the extent that collection of such costs or payment of
liabilities is no longer probable as a result of changes in regulation and/or PSE&G’s competitive position, the
associated Regulatory Asset or Liability is charged or credited to income. See Note 5. Regulatory Matters for
additional information related to these and other regulatory issues.

ITEM 7A. QUALITATIVE AND QUANTITATIVE DISCLOSURES ABOUT MARKET
RISK

PSEG, Power and PSE&G

The market risk inherent in PSEG’s, Power’s and PSE&G’s market-risk sensitive instruments and
positions is the potential loss arising from adverse changes in foreign currency exchange rates, commodity
prices, equity security prices and interest rates as discussed in the Notes to Consolidated Financial Statements
(Notes). It is the policy of each entity to use derivatives to manage risk consistent with its respective business
plans and prudent practices. PSEG, Power and PSE&G have a Risk Management Committee comprised of
executive officers who utilize an independent risk oversight function to ensure compliance with corporate
policies and prudent risk management practices.

Additionally, PSEG, Power and PSE&G are exposed to counterparty credit losses in the event of non-
performance or non-payment. PSEG has a credit management process, which is used to assess, monitor and
mitigate counterparty exposure for PSEG and its subsidiaries. In the event of non-performance or non-
payment by a major counterparty, there may be a material adverse impact on PSEG and its subsidiaries’
financial condition, results of operations or net cash flows.
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Commodity Contracts

PSEG and Power

The avaitability and price of energy-related commodities are subject to fluctuations from factors such as
weather, environmental policies, changes in supply and demand, state and federal regulatory policies, market
rules and other events. To reduce price risk caused by market fluctuations, Power enters into supply contracts
and derivative contracts, including forwards, futures, swaps and options with approved counterparties. These
contracts, in conjunction with demand obligations help reduce risk and optimize the value of owned electric
generation capacity.

Normal Operations and Hedging Activities

Power enters into physical contracts, as well as financial contracts, including forwards, futures, swaps and
options designed to reduce risk associated with volatile commodity prices. Commodity price risk is associated
with market price movements resulting from market generation demand, changes in fuel costs and various
other factors.

Under SFAS 133, changes in the fair value of qualifying cash flow hedge transactions are recorded in
Accumulated Other Comprehensive Loss, and gains and losses are recognized in earnings when the
underlying transaction occurs. Changes in the fair value of derivative contracts that do not meet hedge
criteria under SFAS 133 and the ineffective portion of hedge contracts are recognized in earnings currently.
Additionally, changes in the fair value attributable to fair value hedges are similarly recognized in earnings.

Many non-trading contracts qualify for the normal purchases and normal sales exemption under SFAS
133 and are accounted for upon settlement.

Trading -

Power maintains a strategy of entering into positions to optimize the value of its portfolio of generation
assets, gas supply contracts and its electric and gas supply obligations. Power engages in physical and financial
transactions in the electricity wholesale markets and executes an overall risk management strategy to mitigate
the effects of adverse movements in the fuel and electricity markets. In addition, Power has non-asset based
trading activities, which have significantly decreased. These contracis also involve financial transactions
including swaps, options and futures. These activities are marked to market in accordance with SFAS 133
with gains and losses recognized in earnings. - :

Value-at-Risk (VaR) Models

Power

Power uses VaR models to assess the market risk of its commodity businesses. The portfolic VaR model
for Power includes its owned generation and physical contracts, as well as fixed price sales requirements, load
requirements and financial derivative instruments. VaR fepresents the potential gains or losses, under normal
market conditions, for instruments or portfolios due to changes in market factors, for a specified time period
and confidence level. Power estimates VaR across its commodity businesses.

Power manages its exposure at the portfolio level. lts portfolio consists of owned generation, load-
serving contracts {both gas and electric), fuel supply contracts and energy derivatives designed to manage the
risk around generation and load. While Power manages its risk at the portfolio level, it also monitors
separately the risk of its trading activities and its hedges. Non-trading MTM VaR consists of MTM
derivatives that are economic hedges, some of which qualify for hedge accounting. The MTM derivatives that

‘are not hedges are included in the trading VaR.

The VaR models used by Power are variance/covariance models adjusted for the delta of positions with
a 95% one-tailed confidence level and a one-day- holding period for the MTM trading and non-trading
activities and a 95% one-tailed confidence level with a one-week holding period for the portfolio VaR. The
models assume no new positions throughout the holding periods, whereas Power actively manages its
portfolio.
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Reduced trading activities by Power during 2007 have resulted in less trading risk. As of each of
December 31, 2007 trading VaR was less than $1 million.

Non-Trading

For the Year Ended December 31, 2007 Trading VaR  MTM VaR

{Millions) '

95% Confidence Level, One-Day Holding Period, One-Tailed: Tt
Period End................cooiiii B §-—* $48
Average for the Period............... i Fouut $45
High oo $ 1 $61

OW L e e e e §—* $29

99% Confidence Level, One-Day Holding Period, Two-Tailed:

Period End...................... e $ 1 $75

Average for the Period.............. ... i — $71

g o $ 1 $95
I U $—* $45

* less than $1 million

Interest Rates

PSEG, Power and PSE&G ‘

PSEG, Power and PSE&G are subject to the risk of fluctuating interest rates in the normal course of
business. It is the policy of PSEG, Power and PSE&G to manage interest rate risk through the use of fixed
and floating rate debt, interest rate swaps and interest rate lock agreements. PSEG, Power and PSE&G
manage their respective interest rate exposures by maintaining a targeted ratio of fixed and floating rate
debt. As of December 31, 2007, a hypothetical 10% increase in market interest rates would result in $2
million of additional annual interest costs related to debt at PSEG. In addition, as of December 31, 2007, a
hypothetical 10% decrease in market interest rates would result in a $227 million increase in the fair value of
debt of PSEG and its subsidiaries, including $116 million at PSE&G and $95 million at Power. !

Debt and Equity Securities
PSEG, Power and PSE&G

PSEG has approximately $3.4 billion invested in its pension plans. Although fluctuations in market
prices of securities within this portfolio do not directly affect PSEG’s carnings in the current period, changes
in the value of these investments could affect PSEG’s future contributions to these plans, its financial
position if its accumulated benefit obligation under its pension plans exceeds the fair value of its pension
funds and future earnings as PSEG could be required to adjust pension expense and its assumed rate of
return.

Power

Power’s NDT Funds are comprised of both fixed income and equity securities totaling $1.3 billion as of
December 31, 2007. The fair value of equity securitics is determined independently each month by the
Trustee. As of December 31, 2007, the portfolio was comprised of approximately $759 million of requity
securities and approximately $517 million in fixed income securities. The fair market value of the assets in
the NDT Funds will fluctuate primarily depending upon the performancé of equity markets. As of December
31, 2007, a hypothetical 10% change in the equity market would impact the value of the equity securities in
the NDT Funds by approximately $76 million.

Power uses duration to measure the interest rate sensitivity of the fixed income portfolio. Duration is a
summary statistic of the effective average maturity of the fixed income portfolio. The benchmark for the
fixed income component of the NDT Funds is the Lehman Brothers Aggregate Bond Index, which currently
has duration of 4.41 years and a yield of 6.97%. The portfolio’s value will appreciate or depreciate by the
duration with a 1% change in interest rates. As of December 31,2007, a hypothetical 1% increase-in interest
rates would result in a decline in the market value for the fixed income portfolio of approximately $21
million.
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Credit Risk

PSEG, Power and PSE&G

Credit risk relates to the risk of loss that PSEG, Power and PSE&G would incur as a result of non-
performance by counterparties pursuant 1o the terms of their contractual obligations. PSEG, Power and
PSE&G have established credit policies that they believe significantly minimize credit risk. These policies
include an evaluation of potential counterparties’ financial condition (including credit rating), collateral
requirements under certain circumstances and the use of standardized agreements, which may allow for the
netting of positive and negative exposures associated with a single counterparty.

Power

Counterparties expose Power’s operations to credit losses in the event of non-performance or non-
payment. Power has a credit management process, which is used to assess, monitor and mitigate counterparty
exposure for Power and its subsidiaries. Power’s counterparty credit limits are based on a scoring model that
considers a variety of factors, including leverage, liquidity, profitability, credit ratings and risk management
capabilities. Power has entered into payment netting agreements or enabling agreements that allow for
payment netting with the majority of its large counterparties, which reduce Power’s exposure to counterparty
risk by providing the offset of amounts payable to the counterparty against amounts receivable from the
counterparty. In the event of non-performance or non-payment by a major counterparty, there may be a
material adverse impact on Power’s and its subsidiaries’ financial condition, results of operations or net cash
flows. As of December 31, 2007, approximately 80% of the credit exposure (MTM plus net receivables and
payables, less cash collateral) for Power’s operations was with investment grade counterparties. The majority
of the credit exposure with non-investment grade counterparties was with certain companies that supply fuel
(primarily coal) to Power. Therefore, this exposure relates to the risk of a counterparty performing under its
obligations rather than payment risk. In the first quarter of 2008, exposure to coal counterparties increased,
reducing credit exposure with investment grade counterparties to 64%. Coal prices have increased materially
since the beginning of 2008.

PSE&G : .

BGS suppliers expose PSE&G to credit losses in the event of non-performance or non-payment upon a
default of the BGS supplier, Credit requirements are governed under BPU approved BGS contracts.

Global
Global has credit risk with respect to its counterparties to PPAs and other parties.

Resources

Resources has credit risk related to its investments in leveraged leases, totaling $781 million, which is net
of déferred taxes of $2 billion, as of December 31, 2007. These investments are largely concentrated in the
energy industry. As of December 31, 2007, 66% of counterparties in the léase portfolio were rated
investment grade by both S&P and Moody’s. As of December 31, 2007, the weighted average credit rating of
the lessees in Resources’ leasing portfolio was A—fA3 by S&P and Moody’s respectively. The credit exposure
to the lessees is partially mitigated through various credit enhancement mechanisms within the lease
transactions, These credit enhancement features vary from lease to lease. Some of the leasing transactions
include covenants that restrict the flow of dividends from the lessee to its parent, over-collateralization of the
lessee with non-leased assets, historical and forward cash flow coverage tests that prohibit discretionary
capital expenditures and dividend payments to the parent/lessee if stated minimum coverages are not met
and similar cash flow restrictions if ratings are nol maintained at stated levels. These covenants are designed
to maintain cash reserves in the transaction entity for the benefit of the non-recourse lenders and the
lessorfequity participants in the event of a market downturn or degradation in operating performance of the
leased assets.

In any lease transaction, in the event of a default, Resources would exercise its rights and attempt to
seek recovery of its investment, The results of such efforts may not be known for a period of time. A
bankruptey of a lessee and failure to recover adequate value could lead to a foreclosure of the lease. Under a
worst-case scenario, if a foreclosure were to occur, Resources would record a pre-tax write-off up to its gross
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investment, including deferred taxes, in these facilities. Also, in the event of a potential foreclosure, the net
tax benefits generated by Resources’ portfolio of investments could be materially reduced in the period in
which gains associated with the potential forgiveness of debt at these projects occurs. The amount and timing
of any potential reduction in net tax benefits is dependent upon a number of factors including, but not
limited to, the time of a potential foreclosure, the amount of lease debt outstanding, any cash trapped at the
projects and negotiations during such potential foreclosure process. The potential loss of earnings,
impairment and/or tax payments could have a material impact to PSEG’s financial position, results of
operations and net cash flows.

Other Supplemental Information Regarding Market Risk

Power

The following table describes the drivers of Power's energy trading and marketing activities and
Operating Revenues included in its Condensed Consolidated Statement of Operations for the year ended
December 31, 2007. Normal operations and hedging activities represent the marketing of electricity available
from Power’s owned or contracted generation sold into the wholesale market. As the information in this
table highlights, MTM activities represent a small portion of the total Operating Revenues for Power.
Activities accounted for under the accrual method, including normal purchases and sales, account for the
majority of the revenue. The MTM activities reported here are those relating to changes in fair value due to
external movement in prices. For additional information, sce Note 11. Financial Risk Management Activities.

- - Operating Revenues
For the Year Ended December 31, 2007

Normal
Operations and
Hedging(A) Trading ' Total

(Millions)
MTM Activities:
Unrealized MTM Gains (Losses)
Changes in Fair Value of Open Position...............coviiiiiini $ (6) $3 8 9
Realization at Settlement of Contracts ................................ (15) 10 (5
. Total Change in Unrealized Fair Value........................... 21 7 (14)
Realized Net Settlement of Transactions Subject to MTM................. 15 (10) 5
Net MTM LOSSeS ...ttt eeiae e (6) 3 €)
Accrnal Activities: .
Accrual Activities—Revenue, Including Hedge Reclassifications ...... 6.805 — 6,805
Total Operating Revenues ................ ... oiliiiiii.. $6,799 © % (3) 36,796

'(A) Includes derivative contracts that Power enters into to hedge anticipated exposures related to its owned
and contracted generation supply, all asset backed transactions and hedging activities, but excludes
owned and contracted generation assets.




The following table indicates Power’s energy contracts, including Power’s hedging activity related to
asset backed transactions and derivative instruments that qualify for hedge accounting under SFAS 133. This
table presents amounts segregated by portfolio which are then netted for those counterparties with whom
Power has the right to offset and therefore, are not necessarily indicative of amounts presented on the
Condensed Consolidated Balance Sheets since balances with many counterparties are subject to offset and
are shown net on the Condensed Consolidated Balance Sheets regardless of the portfolio in which they are
included.

.

Energy Contract Net AsseisILiabilitieS
As of December 31, 2007

Normal

Operations and
Hedging Trading  Total
(Millions)
MTM Energy Assets '
L0 T L $ 46 $13 § 59
INORCUITENt ASSES. ... . . ittt e et aaaaans 5 | 6
Total MTM Energy ASSets ... ... . iiiiiiiiiiiiiiiiiaaaean, 51 14 65
MTM Energy Liabilities
Current Ligbilities. .. ..ot e it ee e aens $(363) $(10) $(375)
Noncurrent Liabilities .. ............. e (179) (1) (180)
Total MTM Energy Liabilities ........... ... ... (544) (1) (555)
Total MTM Energy Contract Net (Liabilities) Assets....................... $(493) § 3 $(490)

The following table presents the maturity of net fair value of MTM energy contracts.

Maturity of Net Fair Value of MTM Energy Contracts
As of December 31, 2007

Maturities within

2010-
2008 .. 2009 2011 Total
_ " (Millions) :
TraiIg . e $ 3 8§ — §— § 3
Normal Operations and Hedging .......... ... .. iiiiiiiiiiiiiiinn.., (319 (110) (64) (493)
Total Net Unrealized Losses on MTM Contracts...................oooiein.. $(316) $(110) $(64) $(490)

Wherever possible, fair values for these contracts were obtained’ from quoted market sources. For
contracts where no quoted market exists, modeling techniques were emploved using assumptions reflective of
current market rates, yteld curves and forward prices as applicable to interpolate certain prices. The effect of
using such modeling techniques is not material to Power’s financial results.

Global

The following table describes the drivers of Global’s marketing activities and Operating Revenues
included in PSEG’s Condensed Consolidated Statement of Operations for the year ended December 31,
2007. Normal operations and hedging activities represent the marketing of electricity available from Global’s
owned generation sold into the market. Activities accounted for under the accrual method account for the
majority of the revenue. The MTM activities reported here are those relating to changes in fair value due to
external movement in prices. ‘ ' '
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Operating Revenues
For the Year Ended December 31, 2007

Normal
Operations and .
Hedging(A) i
(Millions)
MTM Activities: ' f
Unrealized MTM Gains (Losses)
Changes in Fair Value of Open Position ...................... ... $ 26
Realization at Settlement of Contracts ....... .. ... ... .......

Total Change in Unrealized Fair Value....................... 26

Accrual Activities:
Accrual Activities—Revenue, Including Hedge Reclassifications. .. 769
Total Operating Revenues ................c.coooiiiiirnnniiieiiinnnnnn... $795

]
!

(A) Includes derivative contracts that Global enters into to hedge anticipated exposures related to its owned
and contracted generation supply.

The following table indicates Global’s energy contract net assets.

Energy Contract Net Assets/Liabilities
As of December 31, 2007 i

Normal
Operations and
Hedging
(Millions)
MTM Energy Assets
CUITENT ASSELS Lt iiiet ettt e ee et ettt tiines $18
INONCUITENT ASSEIS. . .uuiuii ittt ieneenas 45
Total MTM Energy ASSEIS......covinivrniiiniiiniiiiineiinn, 63
MTM Energy Liabilities
Current Liabilities ... ... ..o it i i $—
Noncurrent Liabilities ........oooooiiiiii i i
. Total MTM Energy Liabilities ........... ... ... ... = |
Total MTM Energy Contract Net Assets........................0..e. $63

The following table presents the maturity of net {air value of MTM energy contracts.

Maturity of Net Fair Value of MTM Energy Contracts
As of December 31, 2007

Maturities within

2010-
_ZLI@ E(-J-lE 2011 Total
) (Millions}
Total Net Unrealized Losses on MTM Contracts (A)...............coiiininnn.. $18  $24 §21  $63

{A) The maturity of fair value of MTM Energy contracts as of December 31, 2007 includes $34 million of
deferred inception losses which will be charged to Retained Earnings in Janvary 2008 as a result of the
adoption of SFAS 157. See Note 2. Recent Accounting Standards for additional information.

Wherever possible, fair values for these contracts were obtained from quoted market sources. For
contracts where no quoted market exists, modeling techniques were employed using assumptions reflective of
current market rates, vield curves and forward prices as applicable to interpolate.
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PSEG and Power

The following table identifies losses on cash flow hedges that are currently in Accumulated Other
Comprehensive Loss, a separate componeat of equity. Power uses forward sale and purchase contracts, swaps
and firm transmission rights contracts to hedge forecasted energy sales from its generation stations and its
contracted supply obligations. Power also enters into swaps, options and futures transactions to hedge the
price of fuel to meet its fuel purchase requirements for generation. PSEG and Power are subject to the risk
of fluctuating interest rates in the normal course of business. PSEG's policy is to manage interest rate risk
through the use of fixed rate debt, floating rate debt and interest rate derivatives. The table also provides an
estimate of the losses, net of taxes that are expected to be reclassified out of Accumulated Other
Comprehensive Loss and into earnings over the next twelve months.

Cash Flow Hedges Included in Accumulated Other Comprchensive Loss -
As of December 31, 2007

Accumulated ’
Other Portion Expected

Comprehensive  to be Reclassified
Laoss in next 12 months
. o : (Millions)
Commodities........coooiiiiiiiii i e $(251) $(147)

Interest Rates.....o.coviiiiiiiiiiiiiiiiiianninn, (8) (2)

Net Cash Flow Hedge Loss Included in Accumulated -
Other Comprehensive Loss........ e $(259) $(149)

Power

Credit Risk

The following table provides information on Power’s credit exposure, net of collateral, as of December
31, 2007. Credit exposure is defined as any positive results of netting accounts receivable/accounts payable
and the forward value on open positions. It further delineates that exposure by the credit rating of the
counterparties and provides guidance on the concentration of credit risk 1o individual counterparties and an
indication of the maturity of a company’s credit risk by credit rating of the counterparties.

Schedule of Credit Risk Exposure on Energy Contracts Net Assets
: As of December 31, 2007

Securities Number of  Net Exposure of
Current Held Net Counterparties Counterparties
Rating Exposure - as Collaternl Exposure >10% >10% -
(Millions) {Millions}
Investment Gradc—External Rating ........ $449 $35 $449 1(A) $351
Non-Investment Grade—External Rating... 3 | 2 — —_
Investment Grade—No External Rating .. .. o2 — 2 — —
Non-Investment Grade—No External
Rating.............. e 112 1 112 1 92
Total .....................o000l s $566 $37 $565 2 $443

(A) PSE&G is a counterparty with net exposure of $351 million.

The net exposure listed above, in some cases, will not be the difference between the current exposure
and the collateral held. When letters of credit are posted, exposure is not reduced; it is shified to a more
creditworthy entity. As of December 31, 2007, Power had 137 active counterparties.

ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

This combined Form 10-K is scparately filed by Public Service Enterprise Group Incorporated (PSEG),
PSEG Power LLC (Power) and Public Service Electric and Gas Company (PSE&G). Information contained
herein relating to any individual company is filed by such company on its own behalf. Power and PSE&G
each make representations only as to itself and make no representations as to any other company,
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Stockholders and Board of Directors of
PusLIC SERVICE ENTERPRISE GROUP INCORPORATED:

We have audited the accompanymg consolidated balance sheets of Public Service Enterprise Group
Incorporated and subsidiaries (the “Company”) as of December 31, 2007 and 2006, and the related
consolidated statements of operations, common stockholders’ equity, and cash flows for each of the three
years in the period ended December 31, 2007. Our audits also included the consolidated financial statement
schedule listed in the Index at Item 15. These consolidated financial statements and consolidated financial
statement schedule are the responsibility of the Company’s management. Our responsibility is to express an
opinion on the consolidated financial statements and consolidated financial statement schedules based on our
audits. *

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by management,
as well as evaluating the overall financial statement presentation. We believe that our audits prowde a
reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial
position of the Company as of December 31, 2007 and 2006, and the results of its operations and its cash
flows for each of the three years in the period ended December 31, 2007, in conformity with accounting
principles generally accepted in the United States of America. Also, in our opinion, such consolidated
financial statement schedule, when considered in relation to the basic consolidated financial statements taken
as a whole, present fairly, in all material respects, the information set forth therein.

As discussed in Note 2 to the consolidated financial statements, on January 1, 2007, the Company
adopted Financial Accounting Standards Board Interpretation No. 48, Accounting for Uncertainty in Income
Taxes—an Interpretation of FASB Statement 109,

As discussed in Note 2 to the consolidated financial statements, on December 31, 2006, the Company
adopted Statement of Financial Accounting Standards No. 158, Employers Accounting for Defined Benefit
Pension and Other Posiretirement Plans. -

We have aiso audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United Stafes), the Company’s internal control over financial reporting as of December 31, 2007,
based on the criteria established in Internal Control—Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission and our report dated February 26, 2008 expressed an
unqualified opinion on the Company’s internal control over financial reporting.

DeLornTe & ToucHe LLP

Parsippany, New Jersey
February 27, 2008
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Sole Member and Board of Directors of
PSEG Power LLC:

We have audited the accompanying consolidated balance sheets of PSEG Power LLC and subsidiaries
(the “Company”) as of December 31, 2007 and 2006, and the related consolidated statements of operations,
member’s equity, and cash flows for each of the three years in the period ended December 31, 2007. Our
audits also included the comsolidated financial statement schedule listed in the Index at Item 15, These
consolidated financial statements and consolidated financial statement schedule are the responsibility of the
Company’s management. Qur responsibility is to express an opinion on the consclidated financial statements
and consolidated financial statement schedules based on our audits,

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of maierial misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by management,
as well as evaluating the overall financial statement presentation. We believe that our audits provide a
reasonable basis for our gpinion.

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial
position of the Company as of December 31, 2007 and 2006, and the results of its operations and its cash
flows for each of the three years in the period ended December 31, 2007, in conformity with accounting
principles generally accepted in the United States of America. Also, in our opinion, such consolidated
financial statement schedule, when considered in relation to the basic consolidaled financial statements taken
as a whole, present fairly, in all material respects, the information set forth therein.

As discussed in Note 2 to the consolidated financial statements, on January 1, 2007, the Company
adopted Financial Accounting Standards Board Interpretation No. 48, Accounting for Uncertainty in Income
Taxes—an Interpreration of FASB Statement 109.

As discussed in Note 2 to the consolidated financial statements, on December 31, 2006, the Company
adopted Statement of Financial Accounting Standards No. 158, Employers Accaummg for Defined Benefir
Pension and Other Postretirement Plans.

DeLoitte & ToucHe LLP

Parsippany, New Jersey
February 27, 2008
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Sole Stockholder and Board of Directors of CL.
PusLic Service ELEcTRIC AND Gas COMPANY: . '

We have audited the accompanying consolidated balance sheets of Public Service Electric and Gas
Company and subsidiaries {the “Company”) as of December 31, 2007 and 2006, and the related consolidated
statements of operations, common stockholder’s equity, and cash flows for. each of the three years in the
period ended December 31, 2007. Our audits also included the consolidated financial statement schedule
listed in the Index at Item 15. These consolidated financial statements and consolidated financial statement
schedule are the responsibility of the Company’s management. Our responsibility is to express an opinion on
the consolidated financial statements and consolidated financial statement schedules based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disciosures in the.financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by management,
as well as evaluating the overall financial statement presentation. We believe that our audits provide a
reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all matenal respects, the financial

‘position of the Company as of December 31, 2007 and 2006, and the results of its operations and its cash

flows for cach of the three years in the period ended December 31, 2007, in conformity with accounting
principles generally accepted in the United States of America. Also, in our opinion, such consolidated
financial statement schedule, when considered in relation.to the basic consolidated financial statements taken
as a whole, present fairly, in all material respects, the information set forth therein.

As discussed in Note 2 to the consolidated financial. statements, on January 1, 2007, the Company
adopted Financial Accounting Standards Board Interpretation No. 48 Accounting for Uncertainty in Income
Taxes—an Interpretation of FASB Statement 109, .

As discussed in Note 2 to the consolidated financial statements, on December 31, 2006, the Company
adopted Statement of Financial Accounting Standards No. 158, Employers Accounting for Def ned Benefit
Pension and Other Postretirement Plans.

DerLorrte & ToucHe LLP

Parsippany, New Jersey
February 27, 2008
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PUBLIC SERVICE ENTERPRISE GROUP INCORPORATED

CONSOLIDATED STATEMENTS OF OPERATIONS

(Millions, except for share data)

For The Years Ended December 31,

2007 2006 2005
OPERATING REVENUES ... ..., e § 12,853 §$11,762 § 11,849
OPERATING EXPENSES. ... e
Enerpy Costs oot e 6,523 6,553 6,882
Operation and Mainlenance ....................c...... e 2,419 2,221 2224
Write-down Of ASSElS. ... e e i s 16 318 —
Depreciation and Amortization ............. ... oo U 783 811, 714
Taxes Other Than Income Taxes .......ooiiiiiiniiiiiiiiiiinn 139 133 141
Total Operating Expenses.................. e 9,880 10,036 9,961
Income from Equity Method Investments .................. oot 116 120 124
OPERATING INCOME . ... i aa s 3,089 1.846 2,012
Other INCOME. .. ... o it i e PP . 282 2000 229
Other Deductions. ... ..o\ ' e e e e et ir i araaens ’ (259) (113) (85)
Interest Expense......... e e {729) (791) (766)
Preferred Stock Dividends.......... e (4) (4) (4)
INCOME FROM CONTINUING OPERATIONS BEFORE : '
INCOME TAXES ... ittt eae e aas i 2,379 1,139 1,386
Income Tax EXpense ........oovuiveniiiiiinennnennean.zs e (1.060) (460) (549)
INCOME FROM CONTINUING OPERATIONS. ....................... 1,319 679 837
Income (Loss) from Discontinued Operations, including Gain (Loss) on ’
Disposal, net of tax (expense) benefit of ($180), $29 and $142 for the )
years ended 2007, 2006 and 2005, respectively ... 16 60 {159)
INCOME BEFORE CUMULATIVE EFFECT OF A CHANGE IN o _
ACCOUNTING PRINCIPLE. .. ..ottt 1,335 739 678
Cumulative Effect of a Change in Accounting Principle, net of tax
benefit of $11.............. PP — — 7)
NET INCOME . ... e et $ 17335 739§ 661
WEIGHTED AVERAGE COMMON SHARES OUTSTANDING
(THOUSANDS):
BASIC.........coovivi e et e e e an 507,560 503,356 480,594
DILUTED ............................ U 508,813 504,628 488812
EARNINGS PER SHARE: ... e
BASIC
INCOME FROM CONTINUING OPERATIONS............... § 260 135 § 174
NET INCOME. .. ..ot $§ 263 147 § 138
DILUTED ‘
INCOME FROM CONTINUING OPERATIONS............... - $ 259 134§ 171
NET INCOME. et § 2862 146 $ 1.35
DIVIDENDS PAID PER SHARE OF COMMON STOCK.............. ¥ 117 1.14 1.12

See Notes to.Consolidated Financial Statements.
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PUBLIC SERVICE ENTERPRISE GROUP INCORPORATED

CONSOLIDATED BALANCE SHEETS
{Millions) .. -

December 31,

2007 2006
ASSETS
CURRENT ASSETS
Cash and Cash Equivalents ..........cocoiiiiiiniiiii i iieeess [ $ 381 § 106
Accounts Receivable, net of allowances of $46 and $47 in 2007 and 2006,

Lty 0 T Y 1,639 1,257
Unbilled Revenues. ... ... i e 3533 1328
FUeL. e e 793 848
Materials and Supplies...... ... 296 275
Prepayments ....................0h e e 91 .72
Restricted Funds. ... ... .. i it 114 79
Derivative CONracts .......ooviivvviiriininnennns. P F 70 109
Assets of Discontinued Operations. ... . i, 1,162 1,618
Assets Held for Sale...........cooooiiii it i — 40
48,141 e 29 45

Total Current Assets ....... ... ] 4,928 4,777
PROPERTY, PLANT AND EQUIPMENT ... ... 19310 18,094
Less: Accumulated Depreciation and Amortization ....................cooaon... (6,035) (5,676)
Net Property, Plant and Equipment .............ooo i, 13,275 12418
NONCURRENT ASSETS .
Regulatory Assets................... A 5,165 5,694
Long-Term Investments.....................ooovaeen, s . 3,246 3.868
Nuclear Decommissioning Trust (NDT) Funds........... L. S e 1,276 11256
Other Special Funds ......... .. iiiiii i e ettt 164 147
Goodwill and Other Intangibles.................... e 64 62
Derivative Contracts..... ... i e 53 55
L4 111 T=] D 221 275
Total Noncurrent Assets........ R R R TR TP PR PPP PR 10,189  11:357
TOTAL ASSETS ... . i P $28,392 $28,552

See Notes.to Consolidated Financial Statements.
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PUBLIC SERVICE ENTERPRISE GROUP INCORPORATED
CONSOLIDATED BALANCE SHEETS

(Millions)
December 31,
: 2007 2006
LIABILITIES AND CAPITALIZATION
CURRENT LIABILITIES
Long-Term Debt Due Within One Year ........................................ $ 1,123 § 836
Commercial Paper and Loans. ... ...t weeie o 65 381
Accounts Payable . ... ... SR ' 1,094 916
Derivative Contracts ........ocvini ittt it et i e s 393 316
Accrued Interest ... ..o et 113 122
AcCrued TaKes . ... ..ot e e i 204 - 147
Deferred Income TaXes. ... ... .ot 106. ° -
Clean Energy Program. . ...o.ouoi e it 135 120
Liabilities of Discontinued Operations ..., PR y 520 422
L0 11T S AP 537 456
Total Current Liabilities. .. ..o ir s e s s e e aee e aiaaaaaes 4,290 3,716
NONCURRENT LIABILITIES ' :
Deferred Income Taxes and Investment Tax Credits (ITC) ..................... 4,454 4,440
" Regulatory Liabilities ... 419 646
Asset Retirement Obligations. .........ooiiiiiiii i e 542 509
Other Postretirement Benefit (OPEB) Costs.........oooovvviiiiiiiiiiiininnnns 1,003 - 1,09
Accrued Pension Costs.......coivverieiiinreernareariiorrenaen. ST e 203 326
Clean Energy Program...........cooiiiiiiiinii i, O - 14 133
Environmental Costs. .. ... .t et 649 - 421
Derivative COnMtIactS . ... rt ittt te et a e ca e a i inrnenes 221 204
Long-Term Accrued Taxes. ........ovviiiiiieiiiiiiiiir e iii it rrrrnrans- 423 —
40 4517 - 133 140
Total Noncurrent Liabilities...........cooiii i 8,061 7,909
COMMITMENTS AND CONTINGENT LIABILITIES (See Note 12)
CAPITALIZATION
LONG-TERM DEBT ‘ : '
Long-Term Debt............coooiiiiiiiinn 6,783 7,637
SecUrtiZation Debl ... it i i et i i i 1,530 1,708
Project Level, Non-Recourse Debt........... U e 349 569
Debt Supporting Trust Preferred Securities ..., — 186
Total Long-Term Debt........ueeeenerine et aaeen, L0 8662 10,100
SUBSIDIARIES' PREFERRED SECURITIES
Preferred Stock Without Mandatory Redemption, $100 par value, 7,500,000
authorized; issued and outstanding, 2007 and 2006—795,234 shares........... . 80 80
COMMON STOCKHOLDERS’ EQUITY ) S
Common Stock, no par, authorized 1,000,000,000 shares; issued; 2007— .
533,556,660 shares 2006-—532,744, 880 shares .................................. 4,732 4,661
Treasury Stock, at cost; 2007—25,033,656 shares; 2006—27,454,064 shares ...... (478) (516)
Retained Earmings - .....oooiiiie ittt 3,261 2,710
Accumulated Other Comprehensive Loss ......ooovvviriiiniieiiaiiii i, (216) {108)
Total Common Stockholders’ Equity ................ i, 7,299 6,747
Total Capitalization...............ccoviiiiiiiinin, P e 16,041 16,927
TOTAL LIABILITIES AND CAPITALIZATION ............... $28,392 $28,552

See Notes to Consolidated Financial Statements.
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PUBLIC SERVICE ENTERPRISE GROUP INCORPORATED

CONSOLIDATED STATEMENTS OF CASH FLOWS

(Millions)

CASH FLOWS FROM OPERATING ACTIVITIES
Nt IMCOME L. i e e e e e e e e e
Adjustments to Reconcile Net Income to Net Cash Flows from Operating

Activities:

{Gain} Loss on Disposal of Discontinued Qperations, net of tax ................
Cumulative Effect of a Change in Accounting Principle, net of tax..............
Gain on Disposition of Property, Plant and Equipment.........................,
Write-Down of Property, Plant and Equipment...................coia
Write-Down of Project Investments. ............ ... . iitiiiiiiiiiiriiaeainaa,
Depreciation and Amortization................
Amortization of Nuclear Fuel ...... . ... ...,
Provision for Deferred Income Taxes {Other than Leases) and ITC.............
Non-Cash Employee Benefit Plan Costs..............cocoiiiiiiiiiniiiininan,
Leveraged Lease Income, Adjusted for Rents Received and Deferred Taxes..
{Gain) Loss on Sale of Investments .......... .0 .. i iiiiriiininnniens,
Cost of Removal ... e e
Undistributed Earnings from Affiliates ..................oo oo
Foreign Currency Transaction Loss..........oooviiiiiiiiiiiiin i,
Unrealized Losses (Gains) on Energy Contracts and Other Derivatives .........
(Uélder) Over Recovery of Electric Energy Costs (BGS and NTC) and Gas
0
Under Recovery of Societal Benefits Charge (SBC)...........cooiiiiiiiiiatL,
Net Realized Gains and Income from NDT. Funds ..............
Other Non-Cash Charges.........cooooiiiii it oo, .
Net Change in Certain Current Assets and Llabllmes ...........................
Employee Benefit Plan Funding and Related Payments
(P)roceeds from the Withdrawal of Partnership Interests and Other Distributions.
19 11 O

Net Cash Provided By Operating Activities.............................. ..

CASH FLOWS FROM INVESTING ACTIVITIES -

Additions to Property, Plant and Equipment.............. ..o,
Proceeds from Collection of Notes Receivable ..............coiiiiiiiiiinin s,
Proceeds from Sale of Discontinued Operations...............ooiiiiiiiiaianaa.,
Proceeds from Sale of Property, Plant and Equipment............coooeiiinieniann...
Proceeds from the Sale of Invéstments and Return of Capital frorn Partnerships ..

Proceeds from NDT Funds Sales. .~ ... ... i it
Investment in NDT Funds':. ... ..o e e
Restricted Funds ... ... 0 e e
NDT Funds Interest and Dividends . ............ ... ... i,
L8 13 1 T

Net Cash Provided by (Used In) Investing Activities .................. T

CASH FLOWS FROM FINANCING ACTIVITIES

Net Change in Commercial Paper and Loans ............ .o, .

*Issuance of Long-Term Debt...... .. ... .

Issuance of Non-Recourse Debt. ... o i e -

Issuance of Common Stock ... ... . e
Redemptions of Long-Term Debt.......... S
Repayment of Non-Recourse Debt..............ooooiiiiii i, S e
Redemption of Securitization Debt....... ...t ien v
Redemption of Debt Underlying Trust Securities .....................oooiiieiininn
gash Dividends Paid on Common Stock .......... o i

LT A

Net Cash Used In Financing Activities........ e s

Effect of Exchange Rate Change . ... .. . i it i et ianneees

Net Increase (Decrease) in Cash and Cash-Equivalents............................... S
Cash and Cash Equivalents at Beginning of Period................cooooiiii i,

Cash and Cash Equivalenis at End of Period...........oo i
Supplemental Disclosure of Cash Flow Information: ’

Income Taxes Paid..............c.....o i, i
Interest Paid, Net of Amounts Capitalized ........... ... ... ... ... ... ... ...

See Notes.to Consolidated Financial Statements.
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For The Years Ended
December 31,

007 2006 2008
$1335 § 739 § 661
(48) (19 178
— —_ 17
(3) (5) 8
— 44 -
16 7 22
802 850 767
95 97 94
119 (89) 224
185 237 235
70 64 (27
(173 253 ' (122
%37 533; 230
10 44 46
— 5 _
2 (30) . 20

71 111 109
€53 (175; ' ngB}
48 (64) (125

6 18 51
(169 146 678
(96; (148) | 5240%
— 10+ 64
@) __ @) _ (59
1918 1931 1 949

f

(1,348)  (1,015)  (1,053)
— — 120
600 494 218
43 5 11
703 251 315
1,672 1405 3223
(1,703} (1,4273 | (3,232%
(4 (6 (49
48 40 35
25 10 12
(1) ~ (243) _ (400)
(317) 281 (538)
434 250 728
. 163 — 18
83 83 533
(551) (1431 (125
(57 (51 (37
(170). (163 146
(660 203 §387
(594 574 541%
-7 (26 (47
(1642) (1,834)  (542)
— () 1
275 (147) 8
106 253 245
$ 381 § 106 § 253
$ 678 $ 38 §$ 103
$ 715 § 773§ 793




PUBLIC SERVICE ENTERPRISE GROUP INCORPORATED
CONSOLIDATED STATEMENTS OF COMMON STOCKHOLDERS’ EQUITY

{Millions)
Accumulated
Common Treasury Other
Stock Stock Retained Comprehensive
Shs.  Amount Shs. Amount Earnings Loss Total
Balance as of Janwary 1, 2005................. .. ... 528 $4.569 (52) 3(978) $2.425 $(272) £5.744
NEL INCOME. Lo viriines et etsan s aesinaeaeearans — — — — 661 = 661
Other Comprehensive Income (Loss), net of tax:
Currency Translation Adjustment, net of tax... — — e - — 84 84
Available for Sale Securities. net of tax........ — — — — — (30} 30)
Change in Fair Value of Derivative
Instruments, net of tax............ooiivnnns — — — — — (573) (573)
Reclassification Adjustments for Net Amounts
included in Net Income, net of tax .......... — — — — _— 182 182
Settlement Adjustments Related to Projects
Under Construction.......oovveuiiviiianians —_ — — — _ (2)- - {2)
Mintmum Pension Liability Adjustment,
DEL OF 1AX. .\ ivvr it — — — — — 2 2
Other Comprehensive Loss................ o (337}
Comprehensive Income.........ooovvvvniiiniinnenns : 324
Cash Dividends on Common Stock................. — — —_ —_ (541) — {541)
Issuance of Common Stock...........coovvvvvinnns, 2 104 24 429 — — 533
Issuance Costs and Other............ccociiiine - (55 — 17 — — . (38)
Balance as of December 31, 2005....................... 530 $4,618 (28)  $§(532) $2.545 " $(609) $6,022
"Net Ineome......ovvvvniiiiiiiiei — — — - 739 - 739
Other Comprehensive Income (Loss), net of tax:
Currency Translation Adjustment,
net of taX. ..ot — — - - — 154 154
Available for Sale Securities, net of tax........ — — —_ —_ —_ 37 37
Change in Fair Value of Derivative - .
Instruments, net of tax.................ooove — - = — — 343 343
Reclassification Adjustments for Net Amounts - :
included in Net Income, net of tax .......... _ _ —_— — — 114 114
Sale of Investments .................... s — — - — — 55 .55
Minimum Pension Liability Adjustment, .
net of tax.....ooovivii i i — — — — — 3 3
Other Comprehensive Income............. 706
Comprehensive Income...........coovvvviiniiiinn, ' 1,445
Adjustment to initially apply FASB Statement 158,
net of tax .. .. oo e — — — — —_— (205) (205)
Cash Dividends on Common Stock................. — — — — (574 — (574)
Issuance of Common Stock......................... 2 68 1 15 — —_ 83
Issuance Costs and Other,...................el. = (25 — 1 — — (24)
Balance as of December 38, 2006....................... 532 $4,661 2n  $(516) $2,710 $(108) $6,747
Net Income. ... oovmiiii e — — — — 1,335 —_ 1,335

Other Comprehensive Income (Loss), net of tax:
Currency Translation Adjustment,
netof tax....ooooiii e — 3
Available for Sale Securities, net of tax........ _ —_ (10)
Change in Fair Value of Derivative
Instruments, net of tax....................... — — — (290) (290)
Reclassification Adjustments for Net Amounts
included in Net Income, net of tax .......... — — — — 144
Adjustment for application of FASB

|
I

Statement 158, net of tax.................... - — — — — 50 50

Sale of Investments ..........cvvvviininnians _ — — — — 1 1

Other Comprehensive Loss................ -— (108)
Comprehensive Income.............. ... ...l — 1,227
Adjustment to initially apply FSP13-2, net of tax... (67) (6T
Adjustment to initially apply FIN 48, net of tax.... (123) {123)
Cash Dividends on Common Stock................. — — — — {594) — (594)
Issuance of Common Stock.............oooiennt. 2 35 2 48 — — 83
Issuance Costs and Other...........ovvvvvvianinnans == 36 - (10) — — 26
Balance as of December 31, 2007....................... 534 $4.732 (25) $(478) $3,261 $(216) $7.299

See Notes to Consolidated Financial Statements.
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PSEG POWER LLC
CONSOLIDATED STATEMENTS OF OPERATIONS

(Millions)
For The Years Ended
December 31,
007 2006 2005
OPERATING REVENUES ... . e $6,796  $6,057 $6,027
OPERATING EXPENSES : ‘
Energy Costs ..o s 3975 3955 4,266
Operation and Maintenance ........ ..o 1,001 958 939
Write-Down of AsSels .. ..o e — 44 —
Depreciation and Amortization................ .. . i 140 140 © 114
Total Operating EXpenses. .......ooveuurinvr it iirerar e 5116 5097 57319
OPERATING INCOME. ... e 1,680 90 708
Other INCOME .. .oii i e et e 239 157 187
Other Deductions. .. ... oot e (170} (°1) 43)
Interest EXPeMSE . .ottt i s (159) (148)  (100)
INCOME FROM CONTINUING OPERATIONS BEFORE
INCOME TAXES ...ttt e e 1,590 878 752
Income Tax Expense. ... ..oooiiii i e e (641 (363) (318)
INCOME FROM CONTINUING OPERATIONS. ..., 949 515 . 434
Loss from Discontinued Operations, net of tax benefit of $5, $22 and $33 for
the years ended 2007, 2006 and 2005, respectively ..., : (8) (31) (48)
Loss on Disposal of Discontinued Operations, net of tax benefit of $144 and
$123 for the years ended 2006 and 2005, respectively......................c..e. — (208) *+  (178)
INCOME BEFORE CUMULATIVE EFFECT OF A CHANGE IN
ACCOUNTING PRINCIPLE ... i i i 941 276 208
Cumulative Effect of a Change in Accounting Principle, net of tax benefit of
$11 for the year ended 2005 .. ... e — — (16)
EARNINGS AVAILABLE TO PUBLIC SERVICE ENTERPRISE s 5
276 192

GROUP INCORPORATED . ... e $ 941

See disclosures regarding PSEG Power LLC included in the
Notes to Consolidated Financial Statements.
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PSEG POWER LLC
CONSOLIDATED BALANCE SHEETS

(Millions)
ASSETS
CURRENT ASSETS . .
Cash and Cash Equivalenls, ... ... i e
Accounts Recelvable ... ... . e e
Accounts Receivable—Affiliated Companies, nel.........ooiiviiiiiiiiieiiiniarenonas F
O
Materials and Supplies .........................
Energy Contracts.................ooiiiiat, P e e
Restricted Cash ... .
Prepayments. ... oot e e e e
Assets of Discontinued OPeralions . ......vu ittt iieiiiririiriieiariareeiairinaniass
Assets Held for Sale .. .o e
L1 1 7=
Total CUITENt ASSELS. . ...ttt it e a e .
PROPERTY, PLANT AND EQUIPMENT ... ... i e i ines
Less: Accumulated Depreciation and Amortization......... e
Net Praperty, Plant and Equipment .......................... e
NONCURRENT ASSETS ‘ : :
Nuclear Decommissioning Trust (NDT) Funds ............. ..., PR
Goodwill ..o e e ‘
Other Intangibles. .. ... e
Other Special FUnds. .. ... o e ittt
Energy COmIractS . . o e e
BT, e FERTEPTRII.
Total Noncurrent AsSsels. . ... ... . i, R P
O AL ASSE TS L s

LIABILITIES AND MEMBER'S EQUITY
CURRENT LIABILITIES ‘
Accounts Payable ... .. ..
Short-Term Loan from Affiliate....... ... ... i T
Energy Contracts..............oooivvnen, e e e T e
Accried Interest .o e e

Asset Retirement Oblgations ... ... ..ot e e
Other Postretirement Benefit (OPEB) Costs ... oo i
Energy Conmracts. . ..ottt e ettt e e e
Accrued Pension Costs ... ... e e
Environmental Costs ...t i i e
Long-Term Accrued Taxes........cooiiiiiiiiiniiiiiiiiiiiiininans b
T e

Total Noncurrent Liabilities ..o i e e i e cne s

COMMITMENTS AND CONTINGENT LIABILITIES (See Note 12)
LONG-TERM DEBT
Total Long-Term Debt ...................... E e e e
MEMBER’S EQUITY ‘
Contributed Capital .. ... o s

Basis AdjUSUMENL. . ..o e et ’

Retained Earnings............. ... U SUDUU e
Accumulated Other Comprehensive Loss..................: e

Total Member's Equity .. ... ..o . i et
TOTAL LIABILITIES AND MEMBER’S EQUITY ..........ooviiiiiiinninn

See disclosures regarding PSEG Power LLC included in the
Notes to Consolidated Financial. Statements.
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December 31,

™7 2006
$ 11§ 13
619 430
441 495
791 846
220, 202

51 93

50 =

2% 17

— 25

— 40

3] 9
2240 2470
6565  5.868
(1814) (1,638)
4751 4230
1276 1256
16 16

35 35

45 a2
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57 50
1437 1428
$8428 §8.128
$ 649 § 589
238 54
368 294

34 134
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1407 1,066
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309 287
129 138
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958 &21
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PSEG POWER LLC

CONSOLIDATED STATEMENTS OF CASH FLOWS
(Millions)

For The Years Ended

December 31,

007 20 2008
CASH FLOWS FROM OPERATING ACTIVITIES !
Nt INCOMe ... i ir e s s aar e $ 941 § 276 § 192
Adjustments to Reconcile Net Income to Net Cash Flows from
perating Activities:
Loss on Disposal of Discontinued operations, net of tax ............. — 208 178
Cumulative Effect of a Change in Accounting Principle.............. — — 16
Write-down of Property, Plant and Equipment....................... — 44 —
Gain on Disposition of Property, Plant and Equipment .............. — (L) &)
Depreciation and Amortization. .......cooovviiiiiiiaiiiiniireiinees 140 157 136
Amortization of Nuclear Fuel ..., 95 97 94
Interest Accretion on Asset Retirement Obligations. ................. 23 33 28
Provision for Deferred Income Taxes and ITC....................... - 222 34 276
Net Realized and Unrealized Losses on Energy Contracts and
Other Derivatives .........ooiiiiiiiiiiiin i ciiiiiane O, 33 5 17
Non-Cash Employee Benefit Plan Costs............coiviivnnnneans. 28 46 46
Net Realized Gains and Income from NDT Funds................... (48) (64) (125)
Net Change in Working Capital:
Fuel, Materials and Supplies............coooiiiiiiiiininnnt 37 {45) (214)
Accounts Receivable. ..............oo i (189) 432 ' (122)
Accounts Payable..... ... 15 (181) ' (247)
Accounts Receivable/Payable—Affiliated Companies, net........ (65) 122 (91)
Other Current Assets and Liabilities............................. (16) 5y « @N
Employee Benefit Plan Funding and Related Payments................... (15) (37 (58)
[0 11173 4 (78) 42
Net Cash Provided By Operating Activities ................. 1,205 1,043 136
CASH FLOWS FROM INVESTING ACTIVITIES '
Additions to Property, Plant and Equipment....................ccoocanes (715) {418) (476)
Sales of Property, Plant and Equipment ........................... ... 40 1 8
Proceeds from NDT Funds Sales ... 1,672 1,405 3,223
NDT Funds Interest and Dividends............... ... 48 40 35
Investment in NDT Funds ...t ieceianenes (1,703) (1427) (3,232)
Restricted Funds........ e e e e, (50) — —
Proceeds from Sale of Discontinued Operations .......................... 325 — 218
10 11, -] P S an 9 (18)
Net Cash Used In Investing Activities ...................... {400) {390) (242)
CASH FLOWS FROM FINANCING ACTIVITIES
Issuance of Recourse Long-Term Debt ............covviviiiiiiiiniinnas 84 — —
Redemption of Long-Term Debt...............ooooiiiiiiiin, — (500) - —
Cash Dividend Paid........ ... ... s (1,075) —_ ' =
Short-Term Loan—Affiliated Company, net ...........ccoiviiiiiiian. 184 (148) 104
Net Cash (Used in) Provided by Financing Activities....... {807) (648) ' 104
Net (Decrease) Increase in Cash and Cash Equivalents................... 2) 5 (2)
Cash and Cash Equivalents at Beginning of Period ....................... 13 8 10
Cash and Cash Equivalents at End of Period............................. $§ 11 § 13§ 8
Supplemental Disclosure of Cash Flow Information: ;
Income Taxes Paid (Benefits Received) .............ccooiieiiiai.. $ 345 5 (23) § (23)
169 § 139

Interest Paid, Net of Amounts Capitalized ..................cco0iiat $

See disclosures regarding PSEG Power LLC includéd in the
Notes to Consolidated Financial Statements.
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PSEG POWER LLC
CONSOLIDATED STATEMENTS OF CAPITALIZATION AND MEMBER’S EQUITY
(Millions)
Accumulated
Other Total
Contributed Basis Retained Comprehensive  Member's
Capital Adjustment Earnings Income (Loss) Equity
Balance as of January 1, 2005..................... $2,000 $(986) $ 2,118 $ (49) $ 3,083
NetIncome............coviviiiiniiiiiinnnen, — — 192 — 192
Other Comprehensive Income (Loss),
net of tax:
Available for Sale Securities, net of tax.. — — —_ (30) (30)
Minimum Pension Liability Adjustment,
netoftax...........o.ooiiiiilL, — — — 1 1
Change in Fair Value of Derivative
Instruments, net of tax................. —_ — — (589) (589)
Reclassification Adjustments for Net :
Amount included in Net Income,
net of tax......ooovieieiiiiiiiiniiaan.s — — -— 180 180
Other Comprehensive Loss .............. (438)
Comprehensive Loss................ooieannt (246)
Balance as of December 31, 2005 ................. $2,000 $(986) $2310 $(487) $ 2,837
NetIncome..........ooviviirenieivinienannnes — — 276 — 276
Other Comprehensive Income (Loss),
net of tax:
Available for Sale Securities, net of tax.. —_ —_ —_ 37 37
Minimum Pension Liability Adjustment,
net of tax.......ccovveniiieniiianiiann.. — — — (4) (4)
Change in Fair Value of Derivative
Instruments, net of tax................. — — — 343 343
Reclassification Adjustments for Net ' '
Amount included in Net Income,
net of taX..........ociiiiiiiiii — — — 107 107
Other Comprehensive Income............ 483
Comprehensive Income....................... 759
Adjustment to initially apply FASB
Statement 158, net of tax................... — — — (173) (173)
Balance as of December 31,2006 ................. $2,000 $(986)  § 2,586 $Q177) $ 3423
NetIncome........ovvviiiiiiiiiiiiannnannn.. — — 941 941
Other Comprehensive Income (Loss),
net of tax:
Available for Sale Securities, net of tax.. —_ — — (10) (10)
Adjustment for FASB Statement 158,
netof tax........cooviiiiiiiiiiiaa... — — — 38 38
Change in Fair Value of Derivative
Instruments, net of tax................. — — — (287) (287)
Reclassification Adjustments for Net '
Amount included in Net Income,
net of tax.........ooooiiiiii i —_ — — 145 145
Other Comprehensive Loss .............. (114)
Comprehensive Income....................... 827
Adjustment to initially apply FIN 48,
net of tax..........ooiiii — — (14) — (14)
Cash Dividends Paid..............coooiivinn —_ — (1,075) — 51,075)
Balance as of December 31,2007 .................. $2,000 $(986) 32438 $(29) $ 3,161
See disclosures regarding PSEG Power LLC included in the
Notes to Consolidated Financial Statements.
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PUBLIC SERVICE ELECTRIC AND GAS COMPANY
CONSOLIDATED STATEMENTS OF OPERATIONS

{Millions)
For The Years Ended December 31,
2007 2006 2008
OPERATING REVENUES ... ... e $8,493 $7,569 $7.514
OPERATING EXPENSES
Energy oSS ..\ttt i 5,498 4,884 4,756
Operation and Maintenance............cooiiiiiiii i 1,308 1,160 1,151
Depreciation and Amortization. .............oiiiiiiiiiiiin e 591 620 553
Taxes Other Than Income Taxes.......... ...t 139 133 141
Total Operating Expenses:...............ccoooviiiiiiiiiiai, 7,536 6,797 6,601
OPERATING INCOME. ... .0ttt eeeeen 957 772 913
Other INCOME . ...vvntr i i U 16 25 15
Other Deductions .. ...ou e 4) (3) 3
Interest EXPense. .. ... ettt ittt (332) (346) (342)
INCOME BEFORE INCOME TAXES ... ...t 637 443 583
" Income Tax Expense .......ooovvevennvennenenns. e rar e, (257) (183) (235)
NET INCOME ... i i 380 265 348
Preferred Stock Dividends ......... ... e 4) @ (4}
EARNINGS AVAILABLE TO PUBLIC SERVICE
ENTERPRISE GROUP INCORPORATED.................oii $ 376  § 26l $ 344

See disclosures regarding Public Service Electric and Gas Company
included in the Notes to Consolidated Financial Statements.
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PUBLIC SERVICE ELECTRIC AND GAS COMPANY
CONSOLIDATED BALANCE SHEETS - -

(Millions)
December 31,
2007 2006
ASSETS '
CURRENT ASSETS

Cash and Cash Equivalents.......... ..o iiiii it iiee e $ 3 $ 28
Accounts Receivable, net of allowances of $45 in 2007 and $46 in 2006......... 995 ' BOS
Unbilled Revenues .. ... o it i i et e et e e te e eaeaanas y 353" . 328
Materials'and Supplies............ooiviiiiiiii e dee . 5350
Prepayments. . ....ooiuiii it .57 14
Restricted Funds.............ooiiiiiiii e e , 7 12
Derivative ComITaCtS. oottt ittt i e e e e e e e 1 2
Deferred Income Taxes. .. ..ovr i i e et ci e te e eaaeanas 44 < 36
Total CUITent ASSelS ..ttt ittt ie et et ataa e eis e rasanenains 1,542 1,275
PROPERTY, PLANT AND EQUIPMENT .................cooe.ss e eaeeaeaaan 11,531 11,061
Less: Accumulated Depreciation and Amortization...............ovvvvvivveen (3,920) ' (3,794)
Net Property, Plant and Equipment............... .. ..o, 7611 i 7267

NONCURRENT ASSETS : - ‘
Regulatory ASSets ........c.covviiiiiiiniiiaiiiniiiiin... e i PR 5,165 5,694
Long-Term INVEStMENtS .......uvviireerereraraaaanniinn, PR i Ceeen. 153 - 149
Other Special Funds....... ... o i i i i 57 53
0 13 T=) o 109 115
Total Noncurrent AsSetS .......cvvriiiiiirs it eie e eiriiisnaanans 5,484 6,011
TOT AL ASSETS. .. i et i ettt eaans $14.637 $14,553

See disclosures regarding Public Service Electric and Gas Company
included in the Notes to, Consolidated Financial Statements.
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PUBLIC SERVICE ELECTRIC AND GAS COMPANY
CONSOLIDATED BALANCE SHEETS

(Millions)
December 31,
2007 2006
LIABILITIES AND CAPITAL]ZAT]ON
CURRENT LIABILITIES _ _
Long-Term Debt Due Within One Year.................. ..., et $§ 429 § 284
Commercial Paper and Loans .........cooeiiniiiiiii it iie e 65 31
Accounts Payable. ... ... e 325 254
Accounts Payable—Affiliated Companies, net ............... .o, R 559 645
Accrued Interest. ... un e e s 56 55
ACCTUEd TaXES. ..ottt i e 29 3
Clean Energy Program ........ .. it it 135 120
T Derivative CONIIACTS. ... oottt ittt e 3 20 2
T . e e g 318 319
Total Current Liabilities ..ot ittt e e ittt i st aanaraarns 1,936 1,713
NONCURRENT LIABILITIES .
Deferred Income Taxes and ITTC ... i i ieaaanns P 2,440 2,517
Other Postretirement Benefit (OPEB) Costs ............ ..., P 821 898
. Accrued Pension Costs ... e 63 133
Regulatory Liabilities. ... ..o i 419 646
Clean Energy Program ... ... . it e, 14 133
Environmental Costs. ... ...oui it e ST 594 367
Asset Retirement Obligations. ...............ccoiivr 231 221
Derivative COnMTACES . . . ... ottt ittt it iiea e eaas 36 18
Long-Term Accrued Taxes ..........coovvviiinennn, e e 75 —
(8 14 111 SO U SN 9 6
Total Noncurrent Liabilities........... e L 4,702 4,939
COMMITMENTS AND CONTINGENT LIABILITIES (See Note 12) -
CAPITALIZATION
LONG-TERM DEBT -
Long-Term Debt ... ... .. i e 3,102 3,003
Securitization Debt...... ..o oo 1,530 1,708
Total Long-Term Debt. ... 4,632 4,711
PREFERRED SECURITIES . .
Preferred Stock Without Mandatory Redemption, $100 par value, 7,500,000
authorized; issued and outstanding, 2007 and 2006—755,234 shares. .. .. P 80 80
COMMON STOCKHOLDER’S EQUITY '
Common Stock; 150,000,000 shares authorized, 132,450,344 shares issued and.

OUTSEANIIIE . .ottt ettt et et e e e e e e e e 892 892
Contributed Capital. ......... .. . e 170 170
Basis AdjUuStment .. ...t s 986. 986
Retained Earnings............. o i i e PN 1,237 1,061
Accumulated Other Comprehenswe Income.................. [ - 2 1

Total Common Stockholder’s Equity........... e [ 3,287 3,110
Total Capitalization . ......vviit it i ie e e ca e e aeaaaans 7,999 7,901
TOTAL LIABILITIES AND CAPITALIZATION ............... ... $14,637 - $14,553

See disclosures regarding Public Service Electric and Gas Company
included in the Notes to Consolidated Financial Statements.
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PUBLIC SERVICE ELECTRIC AND GAS COMPANY

CONSOLIDATED STATEMENTS OF CASH FLOWS
(Millions)

For the Years Ended
December 31,

2007 2006 2005

CASH FLOWS FROM OPERATING ACTIVITIES
LA 11T 11| $380  $265 §348
Adjustments to Reconcile Net Income to Net Cash Flows from
perating Activities: . : ‘
Depreciation and Amortization........ ...t iiirnaane.n. 591 620 553

Provision for Deferred Income Taxes and ITC..................ccovvenen. (118) (112) - (52)
Non-Cash Employee Benefit Plan Costs.................coociiiiiiies 140 169 166
Gain on Sale of Property, Plant and Equipment........................ ... 3) (4) 3)
Non-Cash Interest Expense................... ... O 12 18 16
Cost of Removal ..........oiiiiiiiiiii i it i s 37 (33 (30)
Employee Benefit Pian Funding and Related Payments ................... 69 (97) (159
Over Recovery of Electric Energy Costs (BGS and NTC)................. (28) 24 117
(Under) Over Recovery of Gas Costs ............oiiiiiiiiiiiiiin. s : 43 87 &
Over (Under) Recovery of SBC.......cociiiiiiiii it (53) (175) (158)
Other Non-Cash Charges..........ooviiiiiii i (%) 5 (6)

Net Changes in Certain Current Assets and Liabilities: :
Accounts Receivable and Unbilled Revenues......................... (218) 220 (268)
Materials and Supphes..... ... .. i {3) (1) 4
o0 =5 01 714 T3 11 - '(48) 29 6
Accrued TaXeS....vvrnrinr it i i 25 23 + —
Accrued INEeTest ..o vt e 1 @ —
Accounts Payable ......... .. e 71 (32) 36
Accounts Receivable/Payable—Affiliated Companies, net............. 54 (72). 79
Other Current Assets and Liabilities...................cooooaois 1 (57 7
L 17 T3 27 a3y
Net Cash Provided By Operating Activities ...................... 678 806 . 684

CASH FLOWS FROM INVESTING ACTIVITIES
Additions to Property, Plant and Equipment...................... e (570) (528) (498)
Proceeds from the Sale of Property, Plant and Equipment..................... 3 2 3
Restricted Funds.............cooiiiii i PRUUTU O 1 (1) (6)
Net Cash Used In Investing Activities.............cooiiiiiiinn.ns (568) (527) (501)
CASH FLOWS FROM FINANCING ACTIVITIES
Net Change in Short-Term Debt.. ... 34 31+ (105)
Issuance of Long-Term Debt..................... e 350 250 250
Redemption of Long-Term Debt.......... ... e (113) 0 (322)  (125)
Redemption of Securitization Debt .............. ... i (170) (163) .. (146)
Issuance of Securitization Debt .......... .. ..o — — 103
Deferred Issuance Costs. . ...oviniii it a e (3) {2). 3)
Cash Dividends Paid on Common StocK .........ovvviiiiriiiirneaaaeniianionns (z00) (2000, —
Preferred Stock Dividends .......couiiiiii ittt e (C)) {4): (4)
Net Cash Used In Financing Activities.................oooveveen. (106)  (410)¢  (30)
Net Increase (Decrease) In Cash and Cash Equivalents................. o 4 (131). 153
Cash and Cash Equivalents at Beginning of Period ............ e 28 159 6
Cash and Cash Equivalents at End of Period .................................. 8§ 32 § 28 . §$159
Supplemental Disclosure of Cash Flow Information: ' '

Income Taxes Paid .....ooiiiinnn it i e $33 $237 §$313
Interest Paid, Net of Amounts Capitalized ................coovvviiiine... $314 $312 $316

See disclosures regarding Public Service Electric and Gas Company
included in the Notes to Consolidated Financial Statements.
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PUBLIC SERVICE ELECTRIC AND GAS COMPANY
CONSOLIDATED STATEMENTS OF COMMON STOCKHOLDER’S EQUITY

(Millions)
Accumulated
Contributed Other
Common  Capital from Basis Retained Comprehensive
Stock PSEG Adjustment  Earnings Loss * Total
Balance as of Janvary 1, 2005......... $892 $170 $98. - $ 656 $(4) $2,700
Net Income ......oovevieniennnnen. — — _ - 348 _— 348
Other Comprehensive Loss, '
net of tax:
Minimum Pension Liability
Adjustment, net of tax ..... — — — — 1) (1)
Comprehensive Income....... : . . . 347
Cashi Dividends on Preferred
Stock oo e —_ L -_ (4) i ' !4)
Balance as of December 31, 2005...... $392 $170 $986 " $1,000 $(5) $3,043
Net Income ............. . - = — 265 — 265
Other Comprehensive Income, o ’
net'of tax:
Minimum Pension Liability
Adjustment, net of tax ..... — — — — 5 5
Comprehensive Income....... 270
Adjustment to initially apply .
FASB Statement 138, net of tax — — — —_ 1 1
Cash Dividends on Common ‘ ! - o .
Stock .. — — — ' (200) — (200)
Cash Dividends on Preferred .
StOCK .ot — f— — 4 — 4
Balance as of December 31, 2006... ... $892 $170 $986 $1,061 $1 $3.110
Net Income ................. s .= — — 380 — 380
Other Comprehensive Income,
net of tax: ) ,
Adjustment for application of
FASB Statement 158, net of tax — — — — 1 1
Comprehensive Income....... ‘ 381
Cash Dividends on Commeon . . '
Stock v . — — — (200) —_ . (200)
Cash Dividends on Preferred ) ,
CStOCK — — — (4) = (4)
Balance as of December 31, 2007... ...  $892 $170 $986 $1,237 $2 - $3,287

: See disclosures regarding Public Service Electric and Gas Company
! . included in the Notes to Consolidated Financial Statements..

103



NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Note 1. Organization and Summai'y of Significant Accounting Policies
Organization

Public Service Enterprise:Group Incorporated (PSEG)

PSEG has four principal direct wholly owned subsidiaries: PSEG Power LLC (Power), Public Service
Electric and Gas Company (PSE&G), PSEG Energy Holdings L.L.C. (Energy Holdmgs) and PSEG Sewxces
Corporation (Services).

Power

Power is a multi-regional, wholesale energy supply company that integrates its generating asset
operations and gas supply commitments with its wholesale energy, fuel supply, energy trading and marketing
and risk management function through three principal direct wholly owned subsidiaries: PSEG Nuclear LLC
(Nuclear), PSEG Fossil. LLC (Fossil) and PSEG Energy Resources & Trade LLC (ER&T). Nuclear and
Fossil own and operate generation and generation-related facilities. ER&T is responsible for the day-to-day
management of Power’s portfolio. Fossil, Nuclear and ER&T are subject to regulation by the Federal Energy
Regulatory Commission (FERC) and Nuclear is also subject to regulation by the Nuclear Regulatory
Commission {NRC).

PSE&G

PSE&G is an operating public utility engaged principally in the transmission of electric energy and
distribution of electric energy and natural gas in certain areas of New Jersey. PSE&G is subject to regulation
by the New Jersey Board of Public Utilities (BPU) and the FERC.

PSE&G Transition Funding LLC (Transition Funding) and PSE&G Transition Funding 11 LLC
(Transition Funding 11) are wholly owned, bankruptcy-remote subsidiaries of PSE&G that purchased certain
transition property from PSE&G and issued transition bonds secured by such property. The transition
property consists principally of the rights to receive electricity consumption-based per kilowatt-hour (kWh)
charges from PSE&G electric distribution customers, which represent irrevocable tights to receive amounts
sufficient to recover certain of PSE&G’s transition costs related to deregulation, as approved by the BPU.

Energy Holdings

Energy Holdings has two principal direct wholly owned subsidiaries: PSEG Global L.L.C. (Glebal),
which owns and operates international and domestic projects engaged in the generation and distribution of
energy and PSEG Resources L.L.C. (Resources), which has invested primarily in energy-related leveraged
leases. Energy Holdings also owns Enterprise Group Development Corporatlon (EGDC), a commercial real
estate property management business.

Services

Services provides management and administrative and general services to PSEG and its subsidiaries.
These include accounting, treasury, financial risk management, law, tax communications, planning,
development, human resources, corporate secretarial, information technology, investor relations, stockholder
services, real estate, insurance, library, records and information services, security and certain other services.
Services charges PSEG and its subsidiaries for the cost of work performed and services provided pursuant to
the terms and conditions of an intercompany service agreement,

Principles of Consolidation

PSEG, Power and PSE&G

PSEG’s, Power's and PSE&G's consolidated financial statements include their respective accounts and
consolidate those entities in which they have a controlling interest or are the primary beneficiary, except for
certain of PSEG's capital trusts which were deconsolidated in accordance with Financial Accounting
Standards Board (FASB) Interpretation No. (FIN) 46 (revised December 2003}, “Consolidation of Variable
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Interest Entities (VIE)” (FIN 46). Entities over which PSEG, Power and PSE&G exhibit significant
influence, but do not have a controlling interest and/or are not the primary beneficiary are accounted for
under the equity method of accounting. For investments in which significant influence does not exist and the
investor is not the primary beneficiary, the cost method of accounting is applied. All intercompany accounts
and transactions are eliminated in. consolidation.

Power and PSE&G

Power and PSE&G each have undivided interests in certain jointly-owned facilities and each is
responsible for paying their respective ownership share of additional construction costs, fuel inventory
purchases and operating expenses. All revenues and expenses related to these facilities are consolidated at
their respective pro-rata ownership share in the appropriate revenue and expense categories on the
Consolidated’ Statements of Operations. For additional information regarding these jointly-owned facilities,
see Note 19. Property, Plant and Equipiient and Jointly-Owned Facilities.

+

Accounting for the Effects of Regulali.onh. :

PSE&G

PSE&G prepares its financial statements in accordance with the provisions of Statement of Financial
Accounting Standards (SFAS) No. 71, “Accounting for the Effects of Certain Types of Regulation” (SFAS
71). In general, SFAS 71 recognizes that accounting for rate-regulated enterprises should reflect the
economic effects of regulation. As a result, a regulated utility is required to defer the recognition of costs (a
regulatory asset) or record the recognition of obligations (a regulatory liability) if it is probable that, through
the rate-making process, there will be a corresponding increase or decrease in future rates. Accordingly,
PSE&G has deferred certain costs and recoveries, which are being amortized over various future periods. To
the extent that collection of any such costs or payment of liabilities is no longer probable as a result of
changes in regulation and/or PSE&G’s competitive position, the associated regulatory asset or liability is
charged or credited to income. Management believes that PSE&G’s transmission and distribution businesses
continue to meet the requirements for application of SFAS 71. For additional information, see Note 5.
Regulatory Matters. \

Derivative Financial Instruments

PSEG, Power and PSE&G

PSEG, Power and PSE&G use derivative financial instruments to manage risk from changes in interest
rates, congestion credits, emission credit prices, commodity prices and foreign currency exchange rates,
pursuant to their business plans and prudent practices.

PSEG, Power and PSE&G recognize derivative instruments, not designated as normal purchases or
sales,-on the balance sheet at their fair valué. Changes in the fair value of a derivative that is highly effective
as, and that is designated and qualifies as, a fair value hedge (including foreign currency fair value hedges),
along with changes of the fair value of the-hedged asset or liability that are attributable to the hedged risk,
are recorded in current-period earnings. Changes in the fair value of a derivative that is highly effective as,
and that is designated and qualifies as, a cash flow hedge (including foreign currency cash flow hedges) are
recorded in Accumulated Other Comprehensive Income / Loss until earnings are affected by the variability
of cash flows of the hedged transaction. Any hedge ineffectiveness is included in current-period earnings. In
certain circumstances, PSEG, Power and/or PSE&G enter into derivative contracts that do not qualify as
hedges or are not designated as normal purchases or sales or as cash flow hedges; in such cases, changes in
fair value are recorded in current-period earnings.

Many non-trading contracts qualify for the normal purchases and normal sales exemption under SFAS
No. 133; “Accounting for Denvanvc ]nstruments and Hedging Activities,” as amended and interpreted
(SFAS 133} and are accounted for upon settlement.

- For additional information regarding derwatlve ﬁnanc1al instruments, see Note 11. Financial Risk
Management Activities. ' :
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Revenue Recognition

Power

The majority of Power’s revenues relate to bilateral contracts, which are accounted for on the accrual
basis as the energy is delivered. Power’s revenue also includes changes in value of non trading energy
derivative contracts that are not designated as normal purchases or sales or as hedges of other positions.
Power records margins from ecnergy trading on a net basis pursuant to accounting principles generally
accepted in the U.S. (GAAP). See Note 11. Financial Risk Management Activities for further discussion.

PSE&G

PSE&G’s Operating Revenues are recorded based on services rendered to customers during each
accounting period: PSE&G records unbilled revenues for the estimated amount customers will be billed for
services rendered from the time meters were last read to the end of the respective accounting period. The
unbilled revenue is estimated each month based on usage per day, the number of unbilled days in the period,
estimated seasonal loads based upon the time of year and the variance of actual degree-days and
temperature-humidity-index hours of the unbilled period from expected norms.

Depreciation and Ameortization

Power

Power calculates depreciation on generation-related assets under the straight-line method based on the
assets’ estimated useful lives which are determined based on planned operations. The estimated useful lives
are from three years to 20 years for general plant assets. The estimated useful lives are 30 vears to 67 years
for fossil production assets, 53 years to 58 years for nuclear generation assets and 76 years for pumped
storage facﬂmes

PSE&G B . !

PSE&G calculates depreciation under the straight-line method based on estimated average remaining
lives of the several classes of depreciable property. These estimates are reviewed on a periodic basis and
necessary adjustments are made as approved by the BPU. The depreciation rate stated as a percentage of
original cost of depreciable property was 2.46% 2007, 2.84% for 2006 and 3.00% for 2005.

Taxes Other Than Income Taxes

PSE&G

Excise taxes, transitional energy facilities assessment (TEFA) and gross receipts tax (GRT) collected
from PSE&G’s customers are presented on the financial statements on a gross basis. As a result ¢f New
Jersey -energy tax reform, effective January 1, 1998, TEFA and GRT are the residual of the prior excise tax,
the New Jersey gross receipts and franchise taxes. For the years ended December 31, 2007, 2006 and 2005,
combined TEFA and GRT of approximately $154 million, $146 million and $155 million, respectively, are
reflected in Operating Revenues and $140 million, $132 million and $141 million, respectively, are mcluded in

Taxes Other Than Income Taxes on the Consolldated Statements of Operations. ;
. |

Interest Capitalized During Cpnslruction (IDC) and Allowance for Funds Used During Constl"'uction
(AFUDC)

’

Power

IDC represents the cost of debt used to finance construction. The amount of IDC capitalized is reported
in the Consolidated Statements of Operations as a reduction of interest charges and is included in Property,
Plant and Equipment on the Consolidated Balance Sheets. Power’s average rate used for calculating IDC in
2007, 2006 and 2005 was 6.81%, 6.81% and 6.74%, respectively. For. the years ended December 31; 2007,
2006 and 20035, Power’s IDC amounted to $33 million, $41 million and $95 million, respectively.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

PSE&G

AFUDC represents the cost of ‘debt and equity funds used to finance the construction of new utility
assets under the guidance of SFAS 71. The amount of AFUDC capitalized is reported in the Consolidated
Statements of Operations as a reduction of interest charges. PSE&G’s average rate used for calculating
AFUDC in 2007, 2006 and 2005 was 5.44%, 4.99% and 3.17%, respectively. For the years ended December
31, 2007, 2006 and 2005, PSE&G’s AFUDC amounted to $2.9 million, $2.0 million and _$1.2 million,
respectively.

Income Taxes

PSEG, Power and PSE&G

PSEG and its subsidiaries file a consolidated federal income tax return and income taxes are allocated to
PSEG's subsidiaries based on the taxable income or loss of each subsidiary. Investment tax credits were
deferred in prior years and are being amortized over the useful lives of the related property.

Cash and Cash Equivalents
PSEG, Power and PSE&G

Cash and cash equivalents consist primarily of working funds and highly liquid marketable securities
(commercial paper and money market funds) with an original maturity of three months or less.

Materials and Supplies and Fuel

Power

Materials and supplies and fuel for Power are valued at the lower of average cost or market.

PSE&G

PSE&G’s materials and supplies are carried at average cost consistent with the rate-making process.

,

" Restricted Funds

Power, PSE&G and Energy Holdings

Power’s restricted funds represent restricted cash for qualifying expenditures for solid waste disposal
technology related to pollution control notes issued by Power for two of its coal-fired generation stations.
PSE&G’s restricted funds represent revenues collected from its retail electric customers that must be used to
pay the principal, interest and other expenses associated with the securitization bonds of Transition Funding
and Transition Funding Il. Energy Holdings’ restricted funds represent cash accounts designated for
maintenance costs, debt service reserves and other specific purposes as set forth in certain of PSEG Texas’
loan agreements.

Property, Plant and Equipment

Power

Power only capitalizes costs which increase the capacity or extend the life of an existing asset, represent
a newly acquired or constructed asset of represent the replacement of a retired asset. The cost of
maintenance, repair and replacement of minor items of property is charged to appropriate expense accounts
as incurred. Environmental costs are capitalized if the costs mitigate or prevent future environmental
contamination or if the costs improve existing assets’ environmental safety or efficiency. All other
environmental expenditures are expensed as incurred.

PSE&G

PSE&G'’s additions and replacements to property, plant and equipment that are either retirement units
or property record units are capitalized at original cost. The cost of maintenance, repair and replacement of
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minor items of property is charged to appropriate expense accounts as incurred. At the time units of
depreciable property are retired or otherwise disposed of, the original cost, adjusted for net salvage value, is
charged to accumulated depreciation.

Other Special Funds : | :

PSEG, Power and PSE&G

Other Special Funds represents amounts deposited to fund the qualified pension plans and to fund a
Rabbi Trust which was established to meet the obligations related to three non-qualified pension plans and a
deferred compensation plan.

ol
3

Nuclear Decommissioning Trust (NDT) Funds

Power

As required under SFAS No. 115, “Accounting for Certain Investments in Debt and Equity Securities”
(SFAS 115), realized gains and losses on securities in the NDT Funds are recorded in earnings and unrealized
gains and losses on such securities are recorded as a component of Accumulated Other Comprehensive Loss
unless securities with such unrealized losses are deemed to be other-than-temporarily-impaired.

Investments in Corporate Joint Ventures,and Partnerships

4
Generally, PSEG’s interests in active joint ventures and partnerships are accounted for under the equity
method of accounting where its respective ownership interests are 50% .or less, it is not the primary
beneficiary, as defined under FIN 46, and significant influence over joint venture or partnership operating
and management decisions exists. For investments in which significant influence does not exist and PSEG is
not the primary beneficiary, the cost method of accounting is applied.

Deferred Project Cosis and Development Costs

Power

Power capitalizes all direct external and incremental direct internal costs related to project development
once a project reaches certain milestones. On Power’s Consolidated Balance Sheets, deferred project costs
are recorded in Construction Work in Progress. These costs are amortized on a straight-line basis over the
lives of the related project assets. Such amortization commences upon the date of commercial operation.
Development costs related to unsuccessful projects are charged to expense.

Basis Adjustment

1
]

Power and PSE&G

Power and PSE&G have recorded a Basis Adjustment on their Consolidated Balance Sheets related to
the generation assets that were transferred from PSE&G to Power in August 2000 at the price specified by
the BPU. Because the transfer was between affiliates, Power and PSE&G, the transaction was recorded at
the net book value of the assets and liabilities rather than the transfer price. The difference between the total
transfer price and the net book value of the generation-related assets and Habilities, approximately $986
million, net of tax, was recorded as a Basis Adjustment on Power’s and PSE&G’s Consolidated Balance
Sheets. The $986 million is a reduction of Power’s Member’s Equity and an addition to PSE&G’s Common
Stockholder’s Equity. These amounts are eliminated on PSEG’s consolidated financial statements.

Stock Split .

PSEG

On January 15, 2008, PSEG’s Board of Directors approved a two-for-one stock split of PSEG’s
outsianding shares of common stock. The stock split, entitled each stockholder of record at the close of
business on January 25, 2008 to receive one additional share for every outstanding share of common stock
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held. The additional shares resulting from the stock split were distributed on February 4, 2008. All share and
per share amounts in the consolidated results of operations and financial position as well as in the notes to
the financial statements retroactively reflect the effect of the stock split.

Use of Estimates

PSEG, Power and PSE&G

The process of preparing financial statements in conformity with GAAP requires the use of estimates
and assumptions regarding certain types of assets, liabilities, revenues and expenses. Such estimates primarily
relate to unsettled transactions and events as of the date of the financial statements. Accordingly, upon
settlement, actual results may materially differ from estimated amounts.

Reclassifications

PSEG, Power and PSE&G

Certain reclassifications have been made to the prior years’ financial statements to conform to the
current year presentation. The reclassifications relate primarily to recording revenue and related expenses on
certain transactions on a net basis versus gross. .

Note 2. Recent Accounting Standards

The following accounting standards were issued by the Financial Accounting Standards Board (FASB) but
have not yet been adopted by PSEG, Power and PSE&G.

a

SFAS No. 157, “Fair Value Measurements” (SFAS 157)

PSEG, Power and PSE&G

in September 2006, the FASB issued SFAS 157 which provides a single definition of fair value,
establishes a framework for measuring fair value and expands disclosures about fair value measurements.
Prior to SFAS 157, guidance for applying fair value was incorporated into several accounting
pronouncements. SFAS 157 emphasizes that fair value is a market-based measurement, not an entity-
specific measurement, and sets out a fair value hierarchy that distinguishes between assumptions based on
market data obtained from independent sources (observable inputs) and those based on an entity’s own
assumptions {unobservable inputs). Under SFAS 157, fair value measurements are disclosed by level within
that hierarchy, with the highest priority being quoted prices in active markets. While this statement does not
require any new fair value measurements, the application of this statement will change current practice for
some fair value measurements.

This statement also nullifies the guidance in footnote 3 of Emerging Issues Task Force (EITF) Issue No.
02-3, “Issues Involved in Accounting for Derivative Contracts Held for Trading Purposes and Contracts
Involved in Energy Trading 'and Risk Management Activities” (EITF 02-3). The guidance in footnote 3
applied for derivative (and other) instruments measured at fair value at initial recognition under SFAS 133.
That guidance precluded immediate recognition in earnings of an unrealized gain or loss, measured as the
difference between the transaction price and the fair value of the instrument at initial recognition, if the fair |
value of the instrument was determined using significant unobservable inputs. Under this guidance, an entity |
could not recognize an unrealized gain or loss at inception of a derivative instrument unless the fair value of
that instrument was obtained from a quoted market price in an active market or was otherwise evidenced by |
comparison o other observable current market transaction or based on a valuation technique incorporating
observable market data. SFAS 157 requires that the principles of fair value measurement should be applied

~ for derivatives and other financial instruments at initial recognition and in all subsequent periods. At
December 31, 2007, PSEG has a deferred inception loss of $34 million, which is expected to be recognized
through Retained Earnings in the first quarter of 2008.
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SEFAS 157 is effective for financial statements issued for fiscal years beginning after November 15, 2007.
PSEG adopted this statement effective January 1, 2008. In February 2008, the FASB also issued two FASB
Staff Positions (FSPs):

» FSP FAS 157-1 to exclude leasing transactions accounted for under SFAS No. 13, “Accounting for
Leases™ and its related interpretive pronouncements from SFAS 157's scope

¢ FSP FAS 157-2 10 partially defer the effective date of SFAS 157 for non financial assets and liabilities
that are recognized or disclosed at fair value in the financial statements on a nonrecurring basis.

Both FSPs are expected to simplify PSEG’s adoption of SFAS 157 on January 1, 2008. -

SFAS No. 159, “The Fair Value Option for Financial Assets and Financial Liabilities” (SFAS 159)
: . , L o, |

PSEG, Power and PSE&G

In February 2007, the FASB issued SFAS 159, which permits entities to measure many financial
instruments and certain other items at fair value that are not currently required to be measured at fair value.
An entity would report unrealized gains and losses on items for which the fair value option has been elected
in earnings at each subsequent reporting date. The objective is to improve financial reporting by providing
entities with the opportunily to mitigate volatility in reported earnings caused by measuring related assets
and liabilities differently without having to apply complex hedge accounting provisions. The decision about
whether to elect the fair value option is applied instrument by instrument, with a few exceptions; the décision
is irrevocable; and it is required to be applied only to entire instruments and not to portions of insiruments.

The statement requires disclosures that facilitate comparisons {a) between entities that choose different
measurement attributes for similar assets and liabilities and (b) between assets and liabilities in the financial
statements of an entity that selects different measurement attributes for similar assets and liabilities.

SFAS 159 is effective for financial statements issued for fiscal years beginning after November 15, 2007.
Upon implementation, an entity shall report the effect of the [irst remeasurement to fair value as a
cumulative-effect adjustment to the opening balance of Retained Earnings. Since the provisions of SFAS 159
are applicd prospectively, any potential impact will depend on the instruments selected for fair value
measurement at the time of implementation. PSEG adopted this statement effective January 1, 2008.
However, to date PSEG has not elected any of its assets or liabilities to fair value under this standard.

FASB Staff Position (FSP) FIN 39-1, “An amendment of FASB Interpretation No. 39

PSEG and Power

In April 2007, the FASB issued FSP FIN 39-1, “An amendment of FASB Interpretation No, 397 (FSP
FIN 39-1). This FSP amends FIN 39, “Offsetting of Amounts Related to Certain Contracts” 1o permit an
entity to offset cash collateral paid or received against fair value amounts recognized for derivative
instruments held with the same counterparty under the same master netting arrangement. Currently, PSEG
and Power offset derivative contracts under master netting arrangements in accordance with FIN 39 but do
not net these balances with cash collateral positions. Under this FSP, PSEG and Power would be required to
net cash collateral ‘with the corresponding net derivative balance or elect to show all fair values gross.

FSP FIN 39-1 is effective for fiscal years beginning after November 15, 2007 and must be applied
retroactively to all financial statements presented, unless it is impracticable to do so. PSEG and Power
adopted this FSP effective January 1, 2008. PSEG and Power have established a policy of netting fair value
cash collateral receivables and payables with the correspondmg net derivative balances and with retroactive
adjustments 1o reflect the adoption of this standard in 2008. o _ : 5
. .

SFAS No. 141 (revised 2007), ‘“Business Comhinatioﬁs” (SFAS No. 141(R)),

PSEG, Power and PSE&G . | - ;.

In December 2007, the FASB issued SFAS No. .141 (revised 2007), “Business Combinations” (SFAS
141(R)), which replaces SFAS 141. SFAS 141(R) will significantly change financial accouating and reporting
of business combination transactions. Issuance of SFAS 141(R) marks the FASB’s most significant
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convergence effort with the International Accounting Standards Board (IASB) and move towards fair value
accounting. SFAS 141(R) is based on the principle that all the assets acquired and the liabilities assumed in a
business combination should be measured at their acquisition date fair values, with limited exceptions. This
standard applies to all transactions and events in which an entity obtains control of one or more businesses of
the acquiree. The standard also expands the definition of a business. Transactions formerly recorded as an
asset acquisition, may qualify as a business combination under SFAS 141(R). It also requires that acquisition-
related costs and certain restructuring costs be recognized separately from the business combination.

SFAS No. 141(R) is effective for fiscal years beginning on or after December 15, 2008. Earlier adoption
is prohibited. SFAS 141(R) is required to be adopted concurrently with SFAS 160. PSEG, Power and
PSE&G will adopt SFAS 141(R) effective January 1, 2009. Accordingly, all business combinations for which
the acquisition date is on or after January 1, 2009, will be accounted for under this new guidance.

SFAS No. 160, “Noncontrolling Interests in Consolidated Financial Statements—an amendment of ARB
No. 51” (SFAS No. 160)

PSEG, Power and PSE&G

In December 2007, the FASB issued SFAS 160. The new standard will significantly change the financial
reporting relationship between a parent and non-controlling interest (i.e. minority interest). SFAS 160
requires all entities to report minority intercsts in subsidiaries as equity in the consolidated financial
statements. Accordingly, the amount of net income atiributable to the noncontrolling interest is required to
be included in consolidated net income on the face of the income statement. Further, transactions between a
parent and noncontrolling interests are treated as equity. However, if a subsidiary is deconsolidated, a parent
is required to recognize a gain or loss.

SFAS 160 is effective for fiscal years beginning on or after December 15, 2008. Earlier adoption is
prohibited. SFAS 160 will be applied prospectively. except for presentation and disclosure requirements
which are required to be applicd retrospectively.

The following new accounting standards were adopted by PSEG, Power and PSE&G during 2007.
FIN 48, “Accounting for Uncertainty in Income Taxes—an interpretation of FASB Statement 109” (FIN 48)

PSEG, Power and PSE&G

In July 2006, the FASB issued FIN 48, which prescribes a model for how a company should recognize,
measure, present and disclose in its financial statements uncertain tax positions that the company has taken
or expects to take on a tax return. Under FIN 48, the financial statements reflect expected future tax
consequences of such positions presuming the tax authorities’ full knowledge of the position and all relevant
facts. FIN 48 permits recognition of the benefit of tax positions only when it is “more likely-than-not” that
the position is sustainable based on the merits of the position. It further limits the amount of tax benefit to be
recognized to the largest amount of benefit that is greater than 50% likely of being realized. FIN 48 also
requires explicit disclosures about uncertainties in income tax positions, including a detailed roll-forward of
unrecognized tax benefits taken that do not qualify for financial statement recognition.

PSEG, Power and Energy Holdings adopted FIN 48 effective January 1, 2007. In general, companies
recorded the charge in net assets that resulted from the application of FIN 48 as an adjustment to Retained
Earnings. However, for PSE&G, because any charges to income arising from the adoption of FIN 48 should
be recoverable in future rates, the offset to any incremental PSE&G liability was recorded as a Regulatory
Asset rather than Retained Earnings. The following table presents the impact at January 1, 2007 on the
Condensed Consolidated Balance Sheets for PSEG and its subsidiaries as a result of implementing FIN 48:

Energy PSEG
Power PSE&G Holdings Consolidated
Balance Sheet (Millions)
Increase to Long-Term Accrued Taxes .................... $21 $26 $355 $402
Decrease to Accumulated Deferred Income Tax Liability . .. $7 $15 $246 $268
Increase to Regulatory Assets ..........coiviieiianneinn, f— 511 $§ — $ 1
Decrease to Retained Earnings..............ooooiiiennn. $14 $— $109 $123
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For the year ended December 31, 2007, the after-tax expense resultmg from the adoption of FIN 48 is
summarized as follows

Year Ended '

- ] December 31, 2007 -
POEG . e $27
POWET .. oot SO $1

PSE G, . i e $(3) :
Energy Holdings. ........c..coov i - $28

For additional information relating to the im'pacts‘of FIN 48, see Note 15. Income Taxes. i

In May 2007, the FASB issued FASB Staff Position No. FIN 48-1, which provides guidance on how an
enterprise should determine whether a tax position is effectively settled for the purpose of recognizing
previously unrecognized tax benefits. The adoption of this FSP did not have a material impact on the
financial statements of PSEG, PSE&G or Power.

FASB Staff Position (FSP) No. FAS 13-2, “Accounting for a Change or Projected Change in the Timing of
Cash Flows Relating to Income Taxes Generated by a Leveraged Lease Transaction” (FSP FAS 13-2)

PSEG

- In July 2006, the FASB issued FSP FAS 13-2, which addresses how a change or projected change in the
timing of cash flows relating to income taxes generated by a leveraged lease transaction affects the
accounting by a lessor for that lease. The FSP amends SFAS No. 13, “Accounting for Leases,” stating 'that a
change in the timing of the above referenced cash flows must be reviewed at least annually or more
frequently, if events or circumstances -indicate a change in timing is probable. If a change in timing has
occurred, or is projected to oceur, the rate of return and the allocation of income to positive investment years
must be recalculated from the inception of the lease.

The guidance in this FSP was adopted effective January 1, 2007. The cumulative effect of applying the
provisions of this FSP was reported as an adjustment to the beginning balance of Retained Earnings as of the
date of adoption. As a result of implementing FSP FAS 13-2, upon adoption PSEG recognized a reduction in
[nvestment in Leveraged Leases of $69 million, a reduction in Deferred Income Taxes of $2 million and a
reduction in Retained Earnings of $67 million.

The impact to earnings for PSEG resulting from the adoption of FSP FAS 13-2 for year ended
December 31, 2007 was an after-tax decrease of $12 million.

Note 3. Asset Retirement Obligations (AROs) !

PSEG, Power and PSE&G .

PSEG, Power and PSE&G have recorded various AROs under SFAS No. 143, “Accounting for 'Asset
Retirement Obligations” (SFAS 143) and FIN 47, “Accounting for Conditional Asset Retirement
Obligations” (FIN 47). ' '

Power

Power’s ARO liability primarily relates to the' decommissioning of its nuclear power plants. Power
maintains an independent external trust to fund decommissioning of its nuclear facilities upon termination of
operation. For additional information, see Note 13. Nuclear Decommissioning. Power also identified
conditional AROs under FIN'47, primarily related to Power’s fossil generation units, including liabilities for
the removal of asbestos, stored hazardous liquid material and underground storage tanks from industrial
power sites, restofation of leased office space to rentable condition upon lease termination, permits and
authorizations, the restoration of an area occupied by a reservoir when the reservoir is no longer needed, the
demolition of certain plants and the restoration of the sites at which they reside when the plants are no
longer in service.

4

During 2007, Power recorded less than $1 million related to new liabilities under FIN 47.
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PSE&G

PSE&G has a conditional ARO for legal obligations identified under FIN 47 related to the removal of
asbestos and underground storage tanks at certain industrial establishments, removal of wood poles, leases
and licenses, and the requirement to seal natural gas pipelines at all sources of gas when the pipelines are no
longer in service. PSE&G did not record an ARO for PSE&G’s protected steel and poly based natural gas
transmission lines, as management believes that these categories of transmission lines have an indeterminable
life.

During 2007, PSE&G recorded less than $1 million related to new liabilities under FIN 47.

PSEG, Power and PSE&G

The changes to the ARO liabilities for PSEG, Power and PSE&G during 2607 are presented in the
following table:

\ (Millions)
PSEG _
ARO Liability as of January 1, 2007 ............coooiiiiiiinnnn $509
Liabilities Settled. ........ooviiiriiia i e CY
ACCIetion EXPEMSE - .« ooiuneeneit e aiea e 37
ARO Liability as of December 31, 2007 ...y $542
Power
ARO Liability as of January 1,2007 ...........cooovviioo. SN $287
Liabilities Settled. ... ..ot i ai i (N
ACCTetion EXPENSE ... vvuiii e iiae i 23
ARO Liability as of December 31, 2007 ..., $309
PSE&G
ARO Liability as of January 1,2007.........coooiiiiiiiiiiinn s $221
Liabilities Settled. . ... ..ovnetii i e (3)
Accretion Expense(A) ............ O 13
ARO Liability as of December 31, 2007 ...t $231

(A) Accretion expense is not reflected on PSE&G’s Consolidated Statements of Operations as it is deferred
and recovered in rate base. | ' :

Note 4. Discontinued Operations, Dispositions, Acquisitions and Impairments
Discontinued Operations
Power

Lawrenceburg Energy Center (Lawrenceburg)

On May 16, 2007, Power completed the sale of Lawrenceburg, a 1,096-megawatt (MW), gas-fired
combined cycle electric generating plant located in Lawrenceburg, Indiana, to AEP Generating Company, a
subsidiary of American Electric Power Company, Inc. (AEP). : :

The sale price for the facility and inventory was $325 million. The transaction resulted in an after-tax
charge to Power’s earnings of $208 million and was reflected as a charge to Discontinued Operations in the
fourth quarter of 2006.

Lawrenceburg’s operating results for the years ended December 31, 2007, 2006 and 2005, which were

reclassified to Discontinued Operations, are summarized below:
Years Ended
December 31,

2007 206 2005

(Millions)
Operating REVENMUES ... ..oviiiiieettrtiiaa ettt et $— $41 $32
Loss Before Income TaXeS. . .uv.ocneereeneennaen i assinarrerneens $(13) $(53) $(47)
INEE LLOSS -+ e v e et ettt et e e e e e et e e e e e e $ (8) $(31) $(28)
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The carrying amounts of the assets of Lawrenceburg as of December 31, 2006 are summarized in the
following table:

As of
December 31,
2006

: ‘ (Millions) !
(00110 (o) A Vo o) - $ 10
N ONCUITEOE ASSELS .o\ttt it e et iteeneeteannrense e ornrrnranseann, 315

Total Assets of Discontinued Operations............. e $325

Warerford Generation Facility (Waterford)

In September 2005, Power completed the sale of its electric generation facility located in Wat:érford,
Ohio to a subsidiary of AEP. In 2005, Power recognized a loss on disposal of $178 million, net of tax benefit

of $123 million. The proceeds of the sale, together with the anticipated reduction in tax liability, were $320
million and were used to retire debt at Power. ’

Waterford’s operating results for the year ended December 31, 2005, wh.ic_h were reclassified to
Discontinued QOperations, is summarized below:

Years Ended

December 31,
2008
. (Millions) '
Operating REVEMUES. ...\ ..uvietrtereeeeaaaaiiinieaaaaneanns $18
Loss Before Tncome Taxes .........o vvieinieiiiiiiiiiaeeaaent. $G34)
Net LOSS L .ui i i $(20)
Global
SAESA Group

On December 18, 2007, Global announced that it intends to sell its investment in the SAESA Group.
The SAESA Group consists of four distribution companies, one transmission company and a generation
facility located in Chile. As a result, operating results for the SAESA Group have been reclassified to
Discontinued Operations. In conjunction with management’s decision to sell the SAESA Group, Global
recorded an $82 million income tax expense in the fourth quarter of 2007 related to the discontinuation of
applying Accounting Principles Board No. 23, “Accounting for Income Taxes-Special Areas” (APB 23).

SAESA Group’s operating results for the years ended December 31, 2007, 2006 and 2005, which were
reclassified to Discontinued Operations, are summarized below:

Years Ended
December 31,

2007 006 2005

. : © (Millions)
Operating Revenues. ... .........oooiiiiiriiiii i $442 $341 $263
. Income Before Income TaxXes .........ccooiiiiiiiirriininieiaiiiinnieenenann $55 $46 § 43
Net (Loss) Income .................. PO e $(34) $57 $35

t
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The carrying amounts of SAESA Group’s assets as of December 31, 2007 and 2006 are summarized in
the following table:

As of As of

December 31, December 31,
2007 2006
(Millions)

CUITENT ASSBES. ..ttt ree e iinr e aeanaar it ianenens $ 191 $136
NONCUITENt ASSEES .ottt ittt ivierreanetiarrrsrans 971 859
Total Assets of Discontinued Operations........ $1,162 $995
Current Liabilities.. . ..o iiiie i eeiesanen $ 130 I &4
Noncurrent Liabilities. .. ... 390 203
Total Liabilities of Discontinued Operations .... $ 520 $287

Electroandes S.A. (Electroandes)

On September 19, 2007, Global entered into an agreement for the sale of Electroandes, a hydro-electric
generation and transmission company in Peru that owns and operates four hydro-generation plants with total
capacity of 180 MW and 437 miles of electric transmission lines. The purchaser is a wholly owned subsidiary
of Statkraft Norfund Power Invest of Norway.

" The sale was completed on October 17, 2007 for a total purchase price of $390 million, including the
assumption of approximately $108 million of debt. Net cash proceeds, after taxes of $72 million and including
dividends received prior to closing were approximately $220 million, which resulted in an after-tax gain of
$48 million recorded in the fourth quarter of 2007.

Operating results for Electroandes have been reclassified to Discontinued Operations. In conjunction
with the plan to sell Electroandes, Global recorded a $19 million income tax expense in the second quarter of
2007 related to the discontinuation of applying APB 23, as the income gencrated by Electroandes is no
longer expected to be indefinitely reinvested.

Electroandes’ operating results for the years ended December 31, 2007, 2006 and 2005, which were
reclassified to Discontinued Operations, are summarized below: '
Years Ended
__December 31,
2007 2006 2005

: - 7 (Miltions)
Operating Revenues .............oovvivereeeeeeeen. PR $41  $61  $52
Tncome Before INcOme Taxes. ... .vuveieernaaaisrararrvraraeisnanss $15 $22 $18
INEL DICOIMIE & o e ettt ettt e e e e et r st $10 $16 §$14

The carrying amounts of the assets of Electroandes as of December 31, 2006 are summarized in the
following table: . -

As of

December 31,
2006

(Millions)

0T oy 1L o) =L o ST U $ 25
NONCUITENE ASSEES .+ o\ttt et it e iranneanreat it rissannsanesss 272
Total Assets of Discontinued Operations. ..................... $297
Current Liabilities .. ... ittt e $ 9
Noncurrent Liabilities. .. ... 125
Total Liabilities of Discontinued Operations .................. $134

Elektrocieplownia Chorzow Elcho Sp. Z o.0. (Elcho) and Elektrownia Skawina SA (Skawina)

On January 31, 2006, Global entered into an agreement with CEZ a.s. to sell its interest in two coal-fired
plants in Poland, Elcho and Skawina. The sale was completed on May 29, 2006. Proceeds, net of transaction
costs, were $476 million, resulting in a gain of $227 million net of tax expense of $142 million. This gain is
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included in Discontinued Operations. The 2006 and 2005 operating results for Global’s assets in Poland have
been reclassified to Discontinued Operations.

Elcho’s and Skawina’s operating results for the years ended December 31, 2006 and 2005 are
summarized below:

Years Ended
December 31,
Eicho Skawina
2007 2006 2005 2007 2006 2005
T Tisiliensy T
Operating Revenues ...........oooiiiiiiiiiniiii .., $— $39 $106 $— $44 $125
(Loss) Income Before Income Taxes.............ooo..o... $— $3) $17 $— $2 § 3
Net (Loss) Income ... $— $(2) $16 $— §$1 § 2
Dispositions
Power

In December 2006, Power recorded a pre-tax impairment loss of $44 million to write down four turbines
to their estimated realizable value and reclassified them to Assets Held for Sale on Power’s Condensed
Consolidated Balance Sheet. In April 2007, Power sold the four turbines to a third party and received
proceeds of $40 million, which approximated the recorded book value.

Global

Chilquinta Energia S.A. (Chiiquinta) and Luz del Sur S.A.A. (LDS)

On December 14, 2007, Global closed on the sales of its 50% ownership interest in the Chilean electric
distributor, Chilquinta and its affiliates and its 38% ownership interest in the Peruvian electric distributor,
LDS and its affiliates, for $685 million. Net cash proceeds after taxes were approximately $480 million, which
resulted in an after-tax loss of $23 million.

Rio Grande Energia 8. A. (RGE)

On May 10, 2006, Global entered into an agreement with Companhia Paulista de Force Luz to sell its
32% ownership interest in RGE, a Brazilian electric distribution company. The transaction closed on June
23, 2006 and gross proceeds of $185 million were received. The transaction resulted in a pre-tax write-down
of $263 million ($178 million after-tax), primarily related to the devaluation of the Brazilian Real subsequent
to Giobal's acquisition of its interests in RGE in 1997,

Dhofar Power Company S.A.Q.C. (Dhofar Power)

In April 2005, Global sold a 35% interest in Dhofar Power through a public offering on the Omani stock
exchange as required under its Concession Agreement for the project, reducing Global’s ownership in Dhofar
Power from 81% to 46%. Net proceeds from the sale were $25 million, resulting in a pre-tax gain of $3
million ($1 million after-tax). As a result, Global’s investment in Dhofar Power was accounted for under the
equity method following the sale,

+

On May 15, 2006, Global signed an agreement to sell its remaining 46% interest in Dhofar Power to
Oman Technical Partners Ltd. Global closed the sale in November 2006 and received net proceeds after-tax
of $31 million, the approximate book value of the investment.

Resources ’ i

On December 28, 2005, Resources sold its interest in the Seminole Generation Station Upit 2
(Seminole), a 659 MW coal-fired facility in Palatka, Florida, to Seminole Electric Cooperative Inc. for $286
million, resulting in a pre-tax gain of $71 million ($43 million after-tax).

Resources was the equity investor in a Boeing B767 leased to United Airlines (UAL). In December
2002, UAL filed for Chapter 11 bankruptey protection. In 20035, Resources received a notice from the Trustee
under the UAL lease that the lenders had terminated the lease and repossessed the aircraft. Upon receipt of

116




NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

this notice, Resources recorded a $21 million pre-tax ($15 million after-tax) charge to write off the carrying
value of this investment.

Resources was also the equity investor in two operating leases with Northwest Airlines (Northwest) B
757-200 and Delta Airlines (Delta) B 737-200. On September 14, 2005 both Northwest and Delta filed for
protection under- Chapter 11 of the U.S.- Bankruptcy Code. In 2004 and 2005, Resources successfully
restructured the leases and converted the Delta and Northwest leases from leveraged leases to operating
leases. The Delta aircraft was sold in January 2006, generating a small gain for Resources.

Acquisitions
. Global

Bioenergie S.p.A. (Bioenergie)

"In May 2006, Global forgave the guarantees of its partner in the Bioenergie investment of certain loans
Global had made to Bioenergie and converted such loans totaling $38 million into additional equity in
Bioenergie, thereby increasing its ownership interest from 50% to 85% and giving Global voting control of
the project. As a rtesult, PSEG began consolidating this investment in May 2006 and reclassified the
investment balance to Property, Plant and Equipment of approximately $62 million, Long-Term Investments
of approximately $13 million, Capital Lease Obligations of approximately $40 million and certain other assets
and liabilities on PSEG's Consolidated Balance Sheet. PSEG recorded certain purchase accounting
adjustments to reflect the plant, contracts and investment in Biomasse Italia S.p.A. at fair value.

Impairments
Global

Venezuela

PSEG has indirect ownership interests in two generating facilities in Maracay and Cagua, Venezuela that
have a total capacity of 120 MW. The projects are owned and operated by Turboven Company Inc.
(Turboven), an entity which is jointly-owned by Global (50%) and Corporacion Industrial de Energia (CIE).
Global also has a 9% indirect interest in Turbogeneradores de Maracay through a partnership with CIE.

During Global’s 2006 year-end review of its investments, management concluded that due to the current
political situation in Venezuela, it was probable that Global would not be able to recover all of its investment
in its Venezuelan operations. Therefore, Global recorded an impairment loss of $4 million, after-tax, to write
down these investments in the fourth quarter of 2006. ’

In January 2007, the Venezuelan government announced its intention to nationalize certain sectors of
Venezuelan industry and commerce, including certain forcign-owned energy and communications companies.
In a subsequent press release, Turboven was named as one of the companies that Venezuela intended to
nationalize. Since these announcements, Venezuela has proceeded 10 nationalize certain‘companies. Global
has entered into valuation discussions with the government of Venezuela as part of the nationalization
efforts, which are ongoing. Based upon a review of the circumstances in the third quarter 2007, an additional
impairment charge of $7 million, after tax, was recorded in September 2007, based on Global’s estimated
market valuation of the project.

India

In December 2007, Global recorded an impairment loss of $2 million, after-tax, on Power Generating
Company Limited (PPN) based on Global’s estimated market valuation of the project.
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Note 5. Regulatory Matters
Regulatory Assets and Liabilities

PSE&G

PSE&G prepares its financial statements in accordance with the provisions of SFAS 71. A regulated
utility is required to defer the recognition of costs (a regulatory asset) or the recognition of obligations (a
regulatory liability) if it is probable that, through the rate-making process, there will be a corresponding
increase or decrease in future rates. Accordingly, PSE&G has deferred certain costs, which will be amortized
over various future periods. These costs are deferred based on rate orders issued by the BPU or the FERC or
PSE&G’s experience with prior rate cases. All of PSE&G's regulatory assets and liabilities at December 31,
2007 and 2006 are supported by written rate orders, either explicitly or implicitly through the BPU’s
treatment of various cost items. Regulatory assets are subject to prudence reviews and can be disallowed in
the future by regulatory authorities. PSE&G believes that all of its regulatory assets are probable of recovery.
To the extent that collection of any regulatory assets or payments of regulatory liabilities is no longer
probable, the amounts would be charged or credited to income.

PSE&G had the following regulatory assets and liabilities on the Consolidated Balance Sheets:,
As of - .
December 31, )
2007 2006 Recovery/Refund Period
(Millions)

4

Regulatory Assets

Stranded Costs To Be Recovered......................... ... $2,772  $3,059 Through December 2015(1)(2)
Manufactured Gas Piant {MGP) Remediation Costs.......... 639 414 Various(2)
Pension and Other Postretirement .............oooiia.,. 468 671  Various
Deferred Income Taxes.......ooooovvii i iiiiiiiia iy 420 412 Various
Societal Benefits Charges (SBC)...........ooooiiiiiiinnn. 151 279 Various(2)
New Jersey Clean Energy Program...... O 149 253  To be determined (2) ,
Gas Contract Mark-to-Market ..., 105 187  Various(1) ‘
Other Postretirement Benefits (OPEB) Costs................. 96 1i6 Through December 2012(2)
Unamortized Loss on Reacquired Debt and Debt Expense. .. 80 85  Over remaining debt life(1)
Conditional Asset Retirement Obligation..................... 80 68 Various
Repair Allowance Taxes........cooivirriiniriiiinenieninennas 54 62 Through August 2013(1)(2)
Uncertain Tax Positions ........ e e 38 — Various
Regulatory Restructuring Costs........coviveiiirvriinennnans 27 31 - Through August 2013(1)(2)
Gas Margin Adjustment Clause..................cooiins 25 14 To be determined(2)
Plant and Regulatory Study Costs .............coociiiiiniann. 15 16  Through December 2021(2)
Incurred But Not Reported Claim Reserve................... 14 - Various i
Asbestos Abatement. .. ................... e 9 10 Through 2020(2)
Non-Utility Generation Charge (NGC).....................l. 9 — Through July 2008(2)
Other. ... e e e 14 17 Various

Total Regulatory ASSels...........covvviierrienianaeennns $5,165  $5,694
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As of.
December 31,
2007 2006 Recovery/Refund Period
{Milliens)
Regulatory Liabilities ]
Cost of Removal .. ... .veeei i i $274 $279 Various
Overrecovered Gas COoSIS ..o iiier e, 54 96 Through October 2008 (1)(2)
Excess Cost of Removal ... 51 64 Through November 2011(1)(2)
Overrecovered Electric Costs ... 28 198 To be determined(1)(2)
L8 1111 A 12 9  Various(1)
Total Regulatory Liabilities ..., $419  $6do

(1) Recovered/Refunded with interest.

(2) Recoverable/Refundable per specific rate order.

All regulatory assets and liabilitics are excluded from PSE&G’s rate base unless otherwise noted. The
descriptions below define certain regulatory items.

Stranded Costs To Be Recovered: This reflects deferred costs, which are being recovered through the
securitization transition charges authorized by the BPU in irrevocable financing orders and being collected by
PSE&G, as servicer on behalf of Transition Funding and Transition Funding 11, respectively. Funds collected
are remitted to Transition Funding and Transition Funding II and are used for interest and principal
payments on the transition bonds and related costs and taxes.

MGP Remediation Costs: Represents the low end of the range for the remaining environmental investigation
and remediation program cosls that arc probable of recovery in future rates. Once these costs are incurred
they are recovered through the Remediation Adjustment Charge clause in the SBC.

Pension and Other Post Retirement: Pursuant to the adoption of SFAS No. 158, “Employers” Accounting for
Defined Benefit Pension and Other Postretircment Plans” (SFAS 158), PSE&G recorded the unrecognized
costs for defined benefit pension and OPEB plans on the balance sheet as a regulatory assct. These costs
represent actuarial gains or losses, prior service costs and transition obligations as a resuft of adoption, which
have not been expensed. These costs will be amortized and recovered in future rates.

Deferred Income Taxes: This amount represents the portion of deferred income taxes that will be recovered
through future rates, based upon established regulatory practices, which permit the recovery of current taxes.
Accordingly, this regulatory asset is offsct by a deferred 1ax liability and is expected to be recovered, without
interest, over the period the underlying book-tax timing differences reverse and become current taxes.

SBC: The SBC, as authorized by the BPU and the New Jersey Electric Discount and Energy Competition
Act (Competition Act), includes costs ‘related to PSE&G’s elcctric and gas business as follows: '1) the
Universal Service Fund; 2) Energy Efficiency and Renewable Energy Programs. 3) Social Programs (electric
only) which include electric bad debt expense; and 4) the Remediation Adjustment Clause for incurred MGP
remediation expenditures. All components accrue interest on both over and underrecoveries.

New Jersey Clean Energy Program: The BPU approved future funding requirement for Energy Efficiency
and Renewable Energy Programs programs through 2008.

Gas Contract Mark-to-Market: The fair value of gas hedge contracts and gas cogencration supply contracts.
This asset is offset by a derivative liability and an intercompany payable on the Balance Sheet.

OPEB Costs: Includes costs associated with the adoption of SFAS No. 106, “Employers’ Accounting for
Benefits Other Than Pensions” which were deferred in accordance with EITF Issue No. 92-12, “Accounting
for OPEB Costs by Rate Regulated Enterprises.”

Unamortized Loss on Reacquired Debt and Debt Expense: Represents losses on reacquired long-term debt,
which are recovered through rates over the remaining lifc of the debt.
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Conditional Asset Retirement Obligation: These costs represent the differences between rate regulated cost
of removal accounting and asset retirement accounting under GAAP. These costs will be recovered in future
rates.

Uncertain Tax Positions: The amount recorded for uncertain tax positions under FIN 48 which would have
been expensed or charged to Retained Earnings upon adoption but will be recoverable in future rates.

Repair AllowanceTaxes: This represents tax, interest and carrying charges relating to disallowed tax
deductions for repair allowance as authorized by the BPU with recovery over 10 years effective August 1
2003.

4

Regulatory Restructuring Costs: These are costs related to the restructuring of the energy industry in New
Jersey through the Competition Act and include such items as the system design work necessary to transition
PSE&G to a transmission and distribution only company, as well as costs incurred to transfer and establish
the generation function as a separate corporate entity with recovery over 10 years beginning August 1, 2003

b

Gas Margin Adjustment Clause: PSE&G defers the margin differential received from Transportation Gas
Service Non-Firm Customers versus bill credits provided to Basic Gas Supply Service (BGSS) Firm
customers.

Plant and Regulatory Study Costs: These are costs incurred by PSE&G and required by the BPU which are
related to current and future operations, including safety, planning, management and construction.

Incurred But Not Reported Claim Reserve: Represents reserves for worker’s compensation and injuries and
damages that exceed the amounts recognized in rates on a settlement accounting basis.

NGC: Represents the difference between the cost of non-utility generation and the amounts realized from
selling that energy at market rates through PJM. The BPU instructed PSE&G to transfer the remaining $150
million debit balance for the Market Transition Charge (MTC) from the SBC to the NGC in March 2007.

Asbestos Abatement: Represents costs incurred to remove and dispose of asbestos insulation at PSE&G’s
fossil generating stations. Per a BPU order dated December 9, 1992, these costs are treated as Cost of
Removal for ratemaking purposes.

Other Regulatory Assets: This includes the following: 1) Energy Information Control Network f)rogram
costs; 2) Transition Funding’s interest rate swap (offset by a derivative liability); and 3) deferred costs for the
new customer information system.

Cost of Removal: PSE&G accrues and collects for Cost of Removal in rates. Pursuant to the adopfion of
SFAS 143, the liability for Cost of Removal was reclassified as a regulatory liability. This liability is reduced
as removal costs are incurred. Cost of removal is a reduction to the rate base.

Overrecovered Gas Costs: These costs represent the over recovered amounts associated with BGSS, as
approved by the BPU.

Excess Cost of Removal: The BPU directed PSE&G to refund $66 million of excess gas cost of removal
accruals over a 5 year period ending November 2011.

Overrecovered Electric Energy Costs: These costs represent the over recovered amounts associated with
Basic Generation Service (BGS), as approved by the BPU. The 2006 balance includes $180 million from the
NTC, now the NGC, as referred to above.

Other Regulatory Liabilities: This includes the following: 1) a retail adder included in the BGS charges 2)
amounts collected from customers in order for Transition Funding to obtain a AAA rating on its transition
bonds; 3) third party billing discounts related to the Competition Act; and (4) the FAS 158 liability associated
with the non-qualified pension plan.

Note 6. Earnings Per Share (EPS)
PSEG

Diluted EPS is calculated by dividing Net Income by the weighted average number. of shares of common
stock outstanding, including shares issuable upon exercise of stock options outstanding or vesting of restricted
stock awards granted under PSEG’s stock compensation plans, upon payment of performance units or
restricted stock units and upon conversion of Participating Units. The following table shows the effect of
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these stock options, restricted stock awards, performance units, restricted stock units and Participating Units
on the weighted average number of shares outstanding used in calculating diluted EPS:

Years Ended December 31,

. 2007 ‘ , . 2006 2005
Basic Diluted "'~ Basic  Diluted Basic  Diluted
EPS Numerator: l L o o -
Earnings (Millions) o . o oo .o E -
Continuing Operations......... e $ 1319 § 1319.8%- 679 $ ..679. $. 837 § 837
Discontinued Qperations............ 16 16 60 60 (159). . (159)
Cumulative Effect of a Change in
* Accounting Principle...... s . — = = = (17) - (17)
Net Income. ................ PR © 0§ 1335+8% 1335 §-M739 § 739§ 661 § 661
EPS Denominator (Thousands): ‘ S T _' e - ‘
-+ Weighted Average Common Shares . Pooe el E T
Outstanding. .................. ..0 T 5075600 507,560.% 503,356: 503,356 1480,594 .+ 480,594
- Effect of Stock Options...... PR - — ., 678 Co— L1090y . — 0 1942
' Effect of Stock Performance Units. . — . . 560 = 182 o= 174
Effect of Restricted Stock......... .. .— . 12 N L — —
Effect of Restricted Stock Units .. .. " T3 T a— - .=
Effect of Participating Units ........ — — —_ — — 6,102
Total Shares.................ccovvvnnnn, 507,560 508,813 503,356 504,628, 480,594 488812
EPS: ' . _
Continuing Operations.............. $ 260 $ 259 $ 135 § -1.34 174 § 171
Discontinued Operations.......... w003, 003, 042, 002 (0.33) - (0.33)
Cumulative Effect of a Change in
Accounting Principle.............. — — — — (0.03) (0.03)
Net Income.............coocoviviinnnn. § 263 § 262 § 147 § 146 § 138 1.35

No stock options or Participating Units 'had an antidilutive’ effect for the years ended’ December 31,
2007,:2006 or 2005. h : ."' e - . A

Dividend payments on common stdcl.(_for_l.he year ended December 31, 2007.were.‘$1‘.17, per share and
totaled $594 million. Dividend payments on common stock for the year ended December 31, 2006 were $1.14
per share and totaled $574 million. :

On January 15, 2008, PSEG’s Board of Directors approved a two-for-one stock split of PSEG’s
outstanding shares of common stock to be effected in the form of a stock dividend. The stock split entitled
each stockholder of record.at the close of business on January 25,2008 to receive one additional share for
every outstanding share of common stock ‘held. The additional shares resulting from the stock split, were
distributed on February 4, 2008. All share and per share amounts included in this Form 10-K retroactively
reflect the effect of the stock split.

td T

On January 15, 2008, PSEG’s Board of Directors also approved a $0.03 increase in jts quarterly common
stock dividend, from $0.2925 to $0.3225 per share for the first quarter of 2008. This reflects an indicated
annual dividend rate of $1.29 per share. PSEG expécts' to continue-to pay cash-dividends on its common
stock, however, the declaration and payment of future dividends to holders of PSEG common stock will be at
the discretion of the Board of Directors and will depend upon many factors, including PSEG’s financial
condition, earnings, capital requirements of its business, alternate investment opportunities, legal
requirements, regulatory constraints, industry practice.and other factors that the Board of Directors deems
relevant. ; o0
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Summarized fesults of operations and financial position of affiliates in which-PSEG applied the equity

method of accounting are presented below:
: vy

- e 1.

December 31, 2007 ..

Foreign  Domestic } Total

(Millions)

Statement of Operauons Informanon .
Revenue ..........0 0. e e T $ 134" $386 1§ 520
Gross Profit...... |.‘.=...‘ ...... e A e T3 O B14Te 28 220
Net Income....c...iverneiinnns e ety e s $ —, 5,86 .,§ 86
Balance Sheet Informanon o o e ) . ol
Assets : : T P e Y
Current ASSets..........c.lveeuarinsnn, T Lol Moo e g108 'S 177
Property, Plant and Equipment ....................... SRR 190 537 - 727
GoodWiIll. ..o e e — 50 50
Other NONCUITENE ASSCIS o vvvriii e iie et eeeierananaanranirnaenineenns S 125,444
TOtAl ASSELS Lo iire s vee it e e et P $ 278 §720 % 998
Liabilities:  © + -7 . C. et i S S
Current. Liabilities ..... R S SR AT PO e ...+% 38 3$78, $ 116
Drebt® e e e e e e e Fanrmree e o34 J.Zl?,‘ 351
Other Noncurrent LlabllllleS...‘,_.‘..._. B U weieees = 4 506 L 66
Total Liabilities. . T T ITI ) . .o 17200 361, 533
Equity ........... L L 1067 359 T 46S
Total Liabilities and Equlty...._ ........ e ] “. ...... L s 278:' $720} s 998
December 31, 2006 | R T
Statement of Operations iinformation .

Revenue ............c..euis PN i Cerereeeann e e $ 858. 8378  $1.236
oSS PrOfit. ..ottt e e e e et e T § 345 8154 % 499
Minority Interest............ T .5 .15 $— % 15
Net Income................ O J e ey § 107 $ 86 $ 193
Balance Sheet Informatiori | oo AR ' S

Assets: ’ et

CurrentAssets .............. L S S ST D, "% 314.  $100 $ 414
Property, Plant and Equipment............ S 001072 - 555 11,627
GoOdWill L e e '497 . 49 546
Other Noncurrent ASsets ......o.ieiiiiiiiii i e . 187 .32 219
Total Assets e \ P PP R N - 1'§2,070F  §736  $2,806
Liabilities:!. o ' L -

Current Llabillties .............. s e P, e, $ 186 - $ 63 $ 249
Dbt ™ . e et e e 675 203 878
Other Noncurrent Liabilities............ T TR S S NPT < M43 - 60 . 203
Minority Interest.........4 . i ittt e e 0T — 0
Total Liabilities...........0ccciviitenen. e it i, T 1,074 7 Y326 1,400
EQUILY < oo e 99 410 1406
Total Liabilities and Equity........ ... $2,070  $736  $2,806
December 31, 2005

Statement of Operations Information

£ =1 1 11 $1,773 $366 $2,139
Gross Profit. ... i e s $ 513 $133 $ 646
Minority Interest. ... .. .o et e $ 14 | $ 14
T 11T o T D $ 170 $78 § 248

* Debt is non-recourse to PSEG, Energy Holdings and Global.

The differences in the results of operations and the financial position as of and for the year eénded
December 31, 2007, as compared to 2006, were due to PSEG’s sale of its 50% interest in Chilquinta, its 38%
stake in LDS and its 34.5% interest in Tracy Biomass as well as EGDC’s sale of their Largo property. See
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these stock options, restricted stock awards, performance units, restricted stock units and Participating Units
on the weighted average number of shares outstanding used in calculating diluted EPS:

Years Ended December 31,

2007 2006 2005
Basic Diluted Basic _ Diluted Basic Diluted
EPS Numerator: '
Earnings (Millions)
Continuing Operations......... F $ 1319 $ 1319.$ 679 $ 679 § 837 § 837
Discontinued Operations............ 16 16 60 60 (159) (159)
Cumulative Effect of a Change in
Accounting Principle.............. — — — — (17) (17)
Net InCOME. ....o.oovenenniiniiieanann. $ 1335 $ 1335 $ ' 739§ 739 § 661 § 661
EPS Denominator (Thousands): '
Weighted Average Common Shares
Qutstanding. ................ovl.. 507,560 507,560 503,356 503356 480,594 . 480,594
Effect of Stock Options............. —_—, 678 — 1,090 — 1,942
Effect of Stock Performance Units.. — 560 — 182 — 174
Effect of Restricted Stock........... — 12 b — — —
Effect of Restricted Stock Units . ... .. — ' 3 — — — —
Effect of Participating Units ........ — — — — — 6,102
Total Shares.................coivvnaan, 507,560 508,813 503,356 504,628 480,594 488,812
EPS:
Continuing Operations.............. $ 260 $ 259 $ 135 § L34 1.74 § L7t
Discontinued Operations............ . 0.03 0.03 0.12 0.12 (0.33) - (0.33)
Cumulative Effect of a Change in
Accounting Principle.............. — — — — (0.03) (0.03)
Net Income.........cooovnniiiiienannan, $ 263 $ 262 $ 147 $§ 146 $§ 138 § 135

No stock options or Participating Units had an antidilutive effect for the years ended December 31,
2007, 2006 or 2005. S

Dividend payments on common stock for the year ended December 31, 2007 were $1.17 per share and
totaled $594 million. Dividend payments on common stock for the year ended December 31, 2006 were $1.14
per share and totaled $574 million.

On January 15, 2008, PSEG’s Board of Directors approved a two-for-one stock split of PSEG’s
outstanding shares of common stock to be effected in the form of a stock dividend. The stock split entitled
each stockholder of record at the close of business on January 25, 2008 to receive one additional share for
every outstanding share of common stock held. The additional shares resulting from the stock split were
distributed on February 4, 2008. All share and per share amounts included in this Form 10-K retroactively
reflect the effect of the stock split.

On January 15, 2008, PSEG’s Board of Directors also approved a $0.03 increase in its quarterly common
stock dividend, from $0.2925 to $0.3225 per share for the first quarter of 2008. This reflects an indicated
annual dividend rate of $1.29 per share. PSEG expects to continue-to pay cash-dividends on its common
stock, however, the declaration and payment of future dividends to holders of PSEG common stock will be at
the discretion of the Board of Directors and will depend upon many factors, including PSEG’s financial
condition, earnings, capital requirements of its business, alternate investment opportunities, legal
requirements, regulatory constraints, industry practice and other factors that the Board of Directors deems
relevant. ‘
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Note 7. Goodwill and Other Intangibles g

PSEG and Power

As of December 31, 2007 and 2006, Power had goodwill of $16 million related to the Bethlehem Energy
Center. Power conducted an annual review for goodwill impairment as of October 31, 2007 and concluded
that goodwill was not impaired. No events occurred subsequent to that date which would require a further
review of goodwill for impairment. During 2007, goodwill related to SAESA which was $418 million and
$390 million as of December 31, 2007 and 2006, respectively was reclassified to assets of discontinued
operations.

Also during 2007, Global sold its investments in Electroandes, Chilquinta and LDS. As of December 31,
2006, Global's goodwill in Electroandes and-pro-rata share of goodwill in Chilquinta and LDS was $133
million, $193 million and $55 million, respectively.

In addition to goodwill, as of December 31, 2007 and 2006, PSEG had recorded intangible assets of
$48 million and $46 million, respectively. These included $35 million for both years of emissions allowances
at Power and $13 million and $11 million largely related to the fair value of a power purchase agreement
resulting from a purchase price allocation at Bioenergie as of December 31, 2007 and 2006, respectively.
Power emissions allowances are expensed as used or sold, which amounted to $2 million, $3 mllllon and
$5 million for the years ended December 31, 2007, 2006 and 2005, respectively.

Note 8. Lon-g-Term Investments

PSEG, Power and PSE&G

PSEG, Power and PSE&G had the following Long-Term Investments as of December 31, 2007 and 2006;
AS of December 31,

2007 2006

T (Millions)
Leveraged Leases ....o..oiiueioe it oaan e aae s e $2.826 $2.810
Partnerships and Corporate Joint Ventures(A) ............. [ 261 . 883
Life Insurance and Supplemental Benefits (PSE&G)................oooooL, 146 142
Investment in Capital Trusts ... it iiiieaans — 20
Other Investments o 13 13
Total Long-Term Investments ..................ccoiiiiiiiiiiineinan... $3,246 $3.868

(A) Accounted for under the equity method of accounting. Includes $14 million and $16 million as of
December 31, 2007 and 2006, respectively, related to Power’s 23% ownership interest in Keystone Fuels
Corporation and Conemaugh Fuels Corporation. -

Leveraged Leases

PSEG’s net investment, through Resources, in leveraged leases was comprised of the following elements:

As of December 31,

2007 2006
(Millions)

Lease rents receivable (net of non-recourse debt) ..ol $ 2,890 $ 2918
Estimated residual value of leased assets .. ... ..ot iinnnnninn. .. 1,010 1,012
3,900 3,930
Unearned and deferred income............oooiiiiiiiii i (1,074) (1,120)
Total investments in leveraged leases ..........